AUTHENTICATED 
US. GOVERNMENT 
INFORMATION ^ 


ROLE OF PUBLIC EMPLOYEE PENSIONS IN CON- 
TRIBUTING TO STATE INSOLVENCY AND THE 
POSSIBILITY OF A STATE BANKRUPTCY CHAP- 
TER 


HEARING 

BEFORE THE 

SUBCOMMITTEE ON COURTS, COMMERCIAL 
AND ADMINISTRATIVE LAW 

OF THE 

COMMITTEE ON THE JUDICIARY 
HOUSE OF REPRESENTATDH]S 

ONE HUNDRED TWELETH CONGRESS 

FIRST SESSION 


FEBRUARY 14, 2011 


Serial No. 112-25 


Printed for the use of the Committee on the Judiciary 



Available via the World Wide Web: http://judiciary.house.gov 


U.S. GOVERNMENT PRINTING OFFICE 
64-585 PDF WASHINGTON : 2011 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800 
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001 


COMMITTEE ON THE JUDICIARY 

LAMAR SMITH, Texas, Chairman 


F. JAMES SENSENBRENNER, jR., 
Wisconsin 

HOWARD COBLE, North Carolina 
ELTON GALLEGLY, California 
BOB GOODLATTE, Virginia 
DANIEL E. LUNGREN, California 
STEVE CHABOT, Ohio 
DARRELL E. ISSA, California 
MIKE PENCE, Indiana 
J. RANDY FORBES, Virginia 
STEVE KING, Iowa 
TRENT FRANKS, Arizona 
LOUIE GOHMERT, Texas 
JIM JORDAN, Ohio 
TED POE, Texas 
JASON CHAFFETZ, Utah 
TOM REED, New York 
TIM GRIFFIN, Arkansas 
TOM MARINO, Pennsylvania 
TREY GOWDY, South Carolina 
DENNIS ROSS, Florida 
SANDY ADAMS, Florida 
BEN QUAYLE, Arizona 


JOHN CONYERS, Jr., Michigan 
HOWARD L. BERMAN, California 
JERROLD NADLER, New York 
ROBERT C. “BOBBY” SCOTT, Virginia 
MELVIN L. WATT, North Carolina 
ZOE LOFGREN, California 
SHEILA JACKSON LEE, Texas 
MAXINE WATERS, California 
STEVE COHEN, Tennessee 
HENRY C. “HANK” JOHNSON, jR., 
Georgia 

PEDRO PIERLUISI, Puerto Rico 

MIKE QUIGLEY, Illinois 

JUDY CHU, California 

TED DEUTCH, Florida 

LINDA T. SANCHEZ, California 

DEBBIE WASSERMAN SCHULTZ, Florida 


Sean McLaughlin, Majority Chief of Staff and General Counsel 
Perry Apelbaum, Minority Staff Director and Chief Counsel 


Subcommittee on Courts, Commercial and Administrative Law 

HOWARD COBLE, North Carolina, Chairman 
TREY GOWDY, South Carolina, Vice-Chairman 
ELTON GALLEGLY, California STEVE COHEN, Tennessee 

TRENT FRANKS, Arizona HENRY C. “HANK” JOHNSON, jR., 

TOM REED, New York Georgia 

DENNIS ROSS, Florida MELVIN L. WATT, North Carolina 

MIKE QUIGLEY, Illinois 

Daniel Flores, Chief Counsel 
James Park, Minority Counsel 


(II) 



CONTENTS 


FEBRUARY 14, 2011 

Page 

OPENING STATEMENTS 

The Honorable Howard Coble, a Representative in Congress from the State 
of North Carolina, and Chairman, Subcommittee on Courts, Commercial 

and Administrative Law 1 

The Honorable Henry C. “Hank” Johnson, Jr., a Representative in Congress 
from the State of Georgia, and Member, Subcommittee on Courts, Commer- 
cial and Administrative Law 33 

The Honorable Lamar Smith, a Representative in Congress from the State 

of Michigan, and Chairman, Committee on the Judiciary 35 

The Honorable John Conyers, Jr., a Representative in Congress from the 
State of Michigan, and Ranking Member, Committee on the Judiciary 36 

WITNESSES 

Joshua Rauh, Ph.D., Associate Professor of Finance, Kellogg School of Man- 
agement, Northwestern University, Evanston, IL 

Oral Testimony 41 

Prepared Statement 43 

James E. Spiotto, Esq., Partner, Chapman and Cutler, LLP, Chicago, IL 

Oral Testimony 54 

Prepared Statement 56 

Matt Fabian, Managing Director, Municipal Market Advisors, Westport, CT 

Oral Testimony 96 

Prepared Statement 98 

Keith Brainard, Research Director, National Association of State Retirement 
Administrators, Georgetown, TX 

Oral Testimony 105 

Prepared Statement 108 

LETTERS, STATEMENTS, ETC., SUBMITTED FOR THE HEARING 

Material submitted by the Honorable Howard Coble, a Representative in 
Congress from the State of North Carolina, and Chairman, Subcommittee 

on Courts, Commercial and Administrative Law 2 

Prepared Statement of the Honorable John Conyers, Jr., a Representative 
in Congress from the State of Michigan, and Ranking Member, Committee 
on the Judiciary 38 

APPENDIX 

Material Submitted for the Hearing Record 

Response to Post-Hearing Questions from Joshua Rauh, Ph.D., Associate 
Professor of Finance, Kellogg School of Management, Northwestern Univer- 
sity, Evanston, IL 138 

Response to Post-Hearing Questions from James E. Spiotto, Esq., Partner, 
Chapman and Cutler, LLP, Chicago, IL 144 


(III) 



IV 


Page 


Response to Post-Hearing Questions from Matt Fabian, Managing Director, 

Municipal Market Advisors, Westport, CT 161 

Response to Post-Hearing Questions from Keith Brainard, Research Director, 
National Association of State Retirement Administrators, Georgetown, TX .. 163 



ROLE OF PUBLIC EMPLOYEE PENSIONS IN 
CONTRIBUTING TO STATE INSOLVENCY 
AND THE POSSIBILITY OF A STATE BANK- 
RUPTCY CHAPTER 


MONDAY, FEBRUARY 14, 2011 

House of Representatives, 

Subcommittee on Courts, 

Commercial and Administrative Law, 

Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 4:02 p.m., in room 
2141, Rayburn House Office Building, the Honorable Howard Coble 
(Chairman of the Subcommittee) presiding. 

Present: Representatives Coble, Smith, Gowdy, Gallegly, Reed, 
Ross, Johnson, Quigley, and Conyers. 

Staff Present: (Majority) Daniel Flores, Subcommittee Chief 
Counsel; Travis Norton, Counsel; Allison Rose, Professional Staff 
Member; and Ashley Lewis, Clerk. 

Mr. Coble. Good afternoon, ladies and gentlemen. The Sub- 
committee will come to order. 

And before we give our opening statements, I have some unani- 
mous consent requests to have introduced in and made part of the 
record: a Bureau of Labor Statistics from the U.S. Department of 
Labor news release, dated December 8; a San Francisco Chronicle 
op-ed, dated February 13; the National Governors Association, Jan- 
uary 24 of this year; a second Nation Governors Association letter, 
dated February the 4th of 2011. And I would like to have these 
made part of the record, without objection. 

[The information referred to follows:] 


( 1 ) 
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For release lOiOO a.m. (EST) Wednesday, December 8, 2010 USDL-10-1687 


Technical information: (202) 691-6199 • NCSinfo@bls.gov • w\vw. bls.gov/cct 
Media contact: (202) 691-5902 • PressOffice@bls.gov 


Employer Costs For Employee Compens.^tion - September 2010 


State and local government employers spent an average of $26.25 per hour worked for employee 
wages and salai ies in September 20I0> the U.S. Bureau ofLabor Statistics reported today. Wages and 
salaries accounted for 65.5 percent of compensation costs while benefits averaged $13.85 per hour 
worked and accounted for the remaining 34.5 percent (See chart 1 .) Wages and salaries for 
management, professional, and related occupations, which represent approximately half of all state and 
local government employment, averaged $33.17 per hour worked. 

Employer Costs for Employee Compensation (ECEC), a product of the National Compensation Survey, 
measures employer costs for wages, salaries, and employee benefits for nontarm private and state and 
local government workers. 


Chartl. Employer coats per hour worked: civilian, 
private industry, and state and local government 
workers, September 2010 
Co&t per hour worked 



Civilian Private industrv State and local 

go>/errment 

■ Total compenKitiDn El Wages and salaries BBenefits 


Chart 2. Employer costa per hour worked: selected 
benefits, state and local government and private 
Industry workers, September 2010 
CosI per hour woiked 



contribution 

0 State and local gaverrnent B Private industry 


Health benefit employer costs in September 2010 were $4.65 per hour worked for ntate and local 
government and $2.1 0 in private industry. Defined benefit r^rement plan co.sts for .state and local 
government employers were $2.94 per hour worked, significantly higher than 44 cents for private 
industry employers. (See chart 2.) Defined coutribntioii retirement costs were 32 cents per hour 
worked for state and local government and 55 cents for private industry. 
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Civilian 

Civilian employer costs averaged $2.63 per hour worked for insurance benefits (life, health, and 
disability insurance) or 8.8 percent of total compensation. In addition to insurance, the other benefit 
categories were: paid leave (vacation, holiday, sick leave, and personal leave), which averaged $2,05 
(6.9 percent of total compensation); supplemental pay (overtime and premium, shift differentials, and 
nonproduction bonuses), which averaged 71 cents per hour worked (2.4 percent); retirement and 
savings (defined benefit and defined contribution), which averaged $1.34 per hour (4.5 percent of total 
compensation); and legally required benefits (Social Security, Medicare, unemployment insurance, and 
workers' compensation), which averaged $2.32 per hour worked (7.8 percent). (See table A and table 
1 .) 

Private industry 

Private industry employer compensation costs averaged $27.88 per hour worked. Private industry 
employer wages and salaries averaged $19.68 per hour (70.6 percent of total compensation), while 
benefits averaged $8.20 (29,4 percent). Employer costs for paid leave averaged $1 ,88 per hour worked 
(6.7 percent), supplemental pay averaged 78 cents (2.8 percent), insurance benefits averaged $2.24 
(8.0 percent), retirement and savings averaged 99 cents (3.6 percent), and legally required benefits 
averaged $2,31 (8.3 percent) per hour worked. (See table 5.) 

Compensation costs in state and local government 

State and local government compensation costs averaged $40.10 per hour worked. Wages and salaries 
averaged $26.25 per hour (65.5 percent of total compensation), while benefits averaged $13.85 (34.5 
percent), Among state and local government employees, average hourly compensation costs were 
higher for management, professional, and related occupations ($48.73) than for service occupations 
($30.17) and sales and office occupations ($27.87). (See table 3.) 

For state and local government employees, employer costs for insurance benefits were $4.80 per hour, 
or 12.0 percent of total compensation. The largest component of insurance costs was health insurance, 
which averaged $4.65, or 1 1 .6 percent of total compensation. 

In September 2010, the average cost for retirement and savings benefits was $3.26 per hour worked in 
state and local government (8. 1 percent of total compensation). Included in this amount were employer 
costs for defined benefit plans, w'hich averaged $2.94 per hour (7.3 percent), and defined contribution 
plans, which averaged 32 cents (0.8 percent). Defined benefit plans specify a formula for determining 
future benefits, w'hile defined contribution plans specify employer contributions but do not guarantee the 
amount of future benefits. 

Two major components of benefit costs are paid leave and legally required benefits. Paid leave benefit 
costs include vacation, holiday, sick leave, and personal leave. The average cost for paid leave was 
$3.03 per hour worked for state and local government employees. Costs for legally required benefits, 
including Social Security, Medicare, unemployment insurance (both stale and federal), and workers’ 
compensation, averaged $2,42 per hour worked. 

The National Compensation Survey produces data on the percentage of state and local government 
workers with access to and participation in employee benefit plans, including health and retirement and 
savings plans. Detailed data on health and retirement plan provisions are available at 
http://wVfW.bls.gov/ncs/cbs/. 
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Tabic A. Relative importance of employer costs for employee compensation, September 2010 


Compensation 

Civilian 

Private 

State and local 

component 

workers 

industrv 

government 

Wages and salaries 

69.5% 

70.6% 

65.5% 

Benefits 

30.5 

29.4 

34.5 

Paid leave 

6.9 

6.7 

7.6 

Supplemental pay 

2.4 

2.8 

0.8 

Insurance 

8.8 

8.0 

12.0 

Health 

8.4 

7.5 

11.6 

Retirement and savings 

4.5 

3.6 

8.1 

Defined benefit 

2.8 

1.6 

7,3 

Defined contribution 

1.7 

2.0 

0,8 

Legally required 

7.8 

8.3 

6,0 


Employer Costs for Employee Compensation data tor December 2010 is scheduled to be released 
on Wednesday, March 9,2011, at 10:00 a.m. (EST). 

Employer Costs for Employee Compensation data on total compensation, wages and salaries, and 
benefits in private industry are produced annually for 15 metropolitan areas. Metropolitan area data will 
be included in the March 201 1 news release to be published in June 2011, For further information about 
meti’opolitan area ECEC estimates see; “BLS Introduces New Employer Costs for Employee 
Compensation Data for Private Industry Workers In 15 Metropolitan Areas,” at 
http:y/www.bls.gov/opub/cwc/em20090921ar01pl.htra. 

Supplemental tables with occupational, establishment size, and bargaining status series for detailed 
industries are available at http://w\vw,bls.gov/ncs/ect/'sp/ecsuphsl.pdf and 
hnp://ww^'.bls.gov/ncs/ect/sp/ecsuptcl6.pdr. 

Relative standard errors for all cost estimates in the most recent news release and supplementary tables 
are available at f^://ftp.bls.gov/pub/special.requests/ocwc/ect/ececrse.pdf and 
http:y/www .bls.gov/ncs/ecT/sp/ecsuprse.pdf. 

Historical CCCC data are available in three listings, all available at littp://www.bls.gov/eciy^tables. The 
first historical listing covers data for the March reference periods from 1986 to 2001. These data use the 
Standard Industrial Classiflcarion (SIC) and Census of Population occupational classification systems. . 
The second listing contains data for the March, June, September, and December reference periods from 
March 2002 to December 2003 , These data are also based on the SIC and Census of Population 
occupational classification systems. The final listing includes date from March 2004 to the current 
reference period. These are based on the North American Industry Classification System (NAICS) and 
the Standard Occupational Classification (SOC) system. 

Information in this release will be made available to sensory impaired individuals upon request — 
Telephone: (202) 691-5200; Federal Relay Service: (800) 877-8339. 

BLS news releases, including the ECEC, are available through an e-mail subscription service at: 
www,bls,gov/bls/list.htm. 
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TECHNICAL NOTE ^ 


Employer Costs for Employee Compensation (ECEC) measures the average cost to employers for wages 
and salaries and benefits per employee hour worked. 

ECEC covers the civilian economy, which Includes data from both private industry and state and local 
government. Excluded from private industry' arc the self-employed and farm and private household 
workers. Federal government workers are excluded from the public sector. The private industry series 
and the state and local government series provide data for the tw'o sectors separately. 

The cost levels for this quarter were collected from a probability sample of approximately 62,400 
occupations selected from a sample of about 13,100 establishments in private industry and 
approximately 1 1,600 occupations from a sample of about ESOO establishments in state and local 
governments. The private industry sample is rotated over approximately 5 year.s, which makes the 
sample more representative of the economy and reduces respondent burden. The state and local 
government sample, which i.s replaced less frequently than the private industry sample, was replaced in 
its entirety in September 2007. The sample is replaced on a cross-area, cross-industry basis. Data are 
collected for the pay period including the 12^^* day of the survey months of March, June, September, and 
December. 

Comparing private and nuhlic sector data 

Compensation cost levels in state and local government should not be directly compared with levels in 
private industry. Difference.s between these sectors stem from factors such as variation in work 
activities and occupational strucaires. Manufacturing and sales, for example, make up a large part of 
private industry work activities but are rare in state and local government. Management, professional, 
and admini.strative support occupations (Including teachers) account fortv/o-thirds of the state and local 
government workforce, compared with two-fifths of private industry. 

ECEC Quarterly publication focus 

ECEC news releases arc published quaiterly, providing civilian, private industry, and state and local 
government cost per hour estimates as well as additional detail on a specific compensation cost topic of 
interest. This quarter focuses on compensation costs in state and local government. Topics of new's 
releases for the upcoming reference periods arc as follows: 

• December 2010 — Legally required and paid leave benefit costs in private industry 

• March 20 1 1 — Health benefit costs in private industry 

• June 201 1 — Retirement and savings benefit costs in private industry 

ECEC detailed information and measures 

For detailed information on the Employer Costs for Employee Compen.sation series, see National 
Compensation Measures, Chapter 8, oiXheBLS Handbook of Methods at: 
www.bls.gov/opub/hom/pdfrhomch8.pdf. 
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Table 1. Employer costs per hour worked for employee compensatioci and costs as a percent of total 
compensation: Civilian workers, by major occupational and industry group, September 2010 



Occupetonal group 




Managainenl. 




Compensation 

AM 

professicnal, 

and 


comporent 

workers^ 

and 

rriiN 






related 






Cost 

Percent 

Ccsl 

Percent 

Coat 

Percent 

Cost 

Percent 

Total compensation 

*29.75 

100.0 

$49.U 

100.0 

822.51 

too.o 

316.23 

1C0.D 

Wages end saleries 

20.69 

69.5 

34/<0 

70.0 

15.88 

70.5 

11.57 

71,0 

Total bonofits 

9.06 

30.5 

14.74 

30.0 

6.63 

29.5 

4.72 

2S.0 

Paid leava 

2.05 

63 

3.90 

7.9 

1.43 

5.6 

0.S9 

5,5 

Vaialion 

0.99 

33 

1.64 

3.7 

0.72 

3.2 

0.42 

2.6 

HaliOay 

0.64 

23 

1.18 

2.4 

0.45 

2.1 

C.2S 

1.7 

Sici 

0.32 

1.1 

0.67 

1.4 

0.21 

0.9 

C.14 

0.9 

Parsanal 

o.n 

0.4 

0.22 

O.S 

0.07 

0.3 

D.D4 

0.3 

Supplemental pay 

0.71 

2.4 

1.19 

2.4 

0.44 

2.0 

0.2B 

1.7 

Overtime and premium* 

0.2S 

0.8 

0.15 

0.3 

0.14 

0.3 

0.17 

1.0 

Shift differentials 

0.C6 

03 

0.11 

0.2 

0.02 

0,1 

0,05 

0.3 

Nonproduction bonuses 

040 

1.3 

0.94 

1.9 

0,23 

1,2 

0,07 

0.4 

Insurance 

2.63 

8.8 

3.9! 

8.0 

2.18 

S.7 

Uj 

8,7 

Life 

005 

03 

0.09 

0.2 

0,03 

0.2 

0,02 

0,1 

Heehh 

2.49 

8.4 

3.66 

74 

2.09 

S.3 

1.37 

8.4 

Snort-term disaWIty — 

O.OS 

03 

0.07 

0,1 

0.03 

0.2 

0.02 

0,1 

Long-ienri disability 

004 

0.1 

008 

02 

0.03 

0.1 

(*) 

1®) 

Ratireman: end savings 

1.34 

4.5 

250 

5.1 

0.76 

3.4 

0.63 

34 

Defined benefit 

0.83 

2.8 

1.50 

3.1 

0.36 

1.6 

0.46 

3.0 

Defined contribution 

0.61 

t.7 

1.00 

2.0 

0.40 

1.6 

0.14 

04 

Legally required beneftts .. 

2.32 

7.8 

3.24 

6.6 

1.76 

7,0 

1,50 

9.2 

Social Security and UeQlcare 

1.68 

5 7 

2.69 

5.5 

1 33 

5.9 

0.97 

8.0 

Social Saeu-rity^ 

1.34 

4.5 

212 

4.3 

1.07 

4,7 

0,78 

4.8 

Medicare 

034 


0.57 

1.2 

0.26 

1,1 

Q.1S 

1.2 

Federal unemploymeni insurance 

0.03 

0.1 

0.02 

(®) 

0.03 

0.1 

0,03 

0.2 

State unemployment insurance 

0.17 

O.C 

0.16 

0.3 

0.16 

0.7 

0,14 

0.9 

Workers' compensation 

0.44 

1.5 

037 

0.7 

0.24 

1.1 

046 

2.2 


See toe:note< at end or table. 
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Table 1. Employer costs per hour worked for employee compensation and costs as a percent of total 
compensation: Civilian workers, by major occupational and Industry group, September 2010 — Continued 


Compensation 

Cponpciient 

OccupaliQnal ^oup 

Induslty group 

Natural 

1 resources, 

corwUiiClion, 

' arxf 

maimeneiKe 

Production, 

transportalton, 

and 

mateiial 

moving 

Goods- 

producing* 

Service- 

provMing^ 

Cost 

Percent 

Cost 

Percent 

Ccet 

Percent 

Cost 1 

Percent 

Total compensation 

$31.54 

100jO 

$24£0 

100.0 

$32.86 ' 

100.0 

$29.19 : 

100.0 

Wages and salarios 

21.20 

672 

16.12 

66A 

21.87 • 

BS.5 

20.48 

70.1 

Total benefits 

10.36 

322 

6.17 

33.6 

10.99 ! 

33.5 

a.72 . 

29.9 

Pale leave 

1.6S 

S.4 

1.47 

6.0 

2,11 i 

G.4 

2.04 

7.0 

Vacation 

0.89 

2.8 

0.74 

3.1 

1.12 ! 

3.4 

0.97 

3.3 

Holiday 

O.SS 

1.7 

0.51 

2.1 

0.75 

2.3 

0.62 

2.1 

Sict 

o.ia 

0£ 

0-16 

0.7 

0,18 

0.8 

0.34 

1.2 

Personal 

0.08 

0.3 

0.06 

0.2 

0.06 

0.2 

0,11 

0.0 

Supplemental pay 

0.94 

3.0 

0.79 

3.2 

1.18 

3.6 

0,63 

2.2 

Overtime and premium'’ 

0£6 

2.1 

0.52 

2.1 

0.S8 

1.8 

0,19 

0.7 

Shift differentiate 

O.OS 

0.1 

0.09 

0.4 

0.08 

0.3 

0.06 

0.2 

Nonproductioh Donuses | 

024 

0.8 

0.16 1 

0.7 

0.52 

1,6 

• 0.38 

1.3 

Ihsurancc I 

2.84 

9.0 

2.64 : 

10.9 

3-13 

8.5 

2.64 

8.7 

Life 

0.06 

0.2 

0.05 

0.2 

0.07 

0.2 

0.05 

0.2 

Health 

2.68 

8.5 

2.49 

10.3 

2'.93 

8.9 

2.41 

8.3 

Short-taiTi disability 

0X« 

0.3 

0.06 

0.3 

0.09 

0.3 

0.04 

0.1 

Lon^term.disability 

0.03 

0.1 

0.04 

0.2 

0.04 

0.1 

0.04 

0.1 

Rstiramant and sevt'as 

1.73 

5-5 

0-97 

4.0 

1.60 

4.9 

1.30 

4.4 

Defined benefit 

1.24 

3.0 

0.61 

ZS 

0.98 

3.0 

0.60 

2.7 

Defined conirfbutlon 

0.49 

1.6 

0.36 

1.5 

0.03 

1.9 

O.SO 

1.7 

Legally required benefits 

3.14 

10J) 

2-30 

9.5 

2.97 

S.Q 

2.21 

7,6 

Sodal SecurKy and Medicare 

1.78 

5.6 

1.37 

5.7 

1.86 

• 5.7 

1.6S 

5.8 

Social Security^ 

! 1.44 

4.C 

1.11 

4.6 

1.50 

4.6 

1.31 

4.8 

Medicare 

0.34 

1.1 

0-27 

1.1 

0.36 

1.1 

0,34 

1,1 

Federal unemplcymeni Insurant 

0.03 

0.1 

0.03 

0.1 

0.03 

0,1 

0.03 

0,1 

State unemployment litsuranca 

022 

0.7 

0-21 - 

0.9 

0.25 

0.8 

Q.1S 

0.5 

Workora' eompeniation 

1.11 

3.5 

0.69 

2.8 

0.82 

2.S 

0.38 

1,3 


^ IrvtJudes vsiirkers In the private nonfarm economy excluding 
househous end the puBilc seaor excluding die Federal gevemmem. 

^ Includes mining, construction, and manufacturing. The 
agricullure, fere^, farming, and hunting sector is excluded. 

^ Irvciudes uliliilee: wholesale trade; retail trade; transpoitalion 
and warehousing: information; finance end insurwee: real estate 
and rental and leasing; professional and technical services: 
n^nagement of companies and entarpriaea; adminisirelne end 
waste services; educational services, health care and social 
assistance; arts, entertainment and recresticn; accemmodation end 
food services; other services, except public admnfstratlon; arw 


public edmiiislralloo. 

* Includes premium pay for woric in addhion to the regular worK - 
schediSo (such e$ ovctlime, weekends, end holidays). 

^ Cost per heur worked Is $0,D1 or less, 

® Less than .06 percent. 

^ Comprises the Otd-Age, Survivors, and DIsabilily Insurance 
(OASOt) program. 

Ncte;Thesumof irtOividual items may not equal totals due to 
rounding. 
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Table 2 . Employer co&ts per hour worked for employee oompensatton and costs as a percent of total 
compensation: Civilian workers, by occupational and industry group, September 2010 
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Table 3. Employer costs per hour worked for employee compensation and costs as a percent of total compensation; State and local 
government workers, by major occupational and Industry group, September 2010 



^ Thit table presems cats tor the ttirea major occupational groups in State 
and local government: managernent, prcfeasional. and related occupations. 
Including teac.'.era; aalae and omce occupations, including deric^ workers; and 
sen/lce occupetlona, Irrcluding police and firer^htere, 

^ Ser>/lce-provldlng Industries, wtiicli inct’oe nealtn and educational 
ser/ioes, employ a large part or the State and local government workforce. 

^ Indices premium pay for work In addition to ibe regular work schedule 


(such os overtime, weekends, and holidays). 

^ Comp.iseslhe<Xd-A9a, Survivors, ana Oisauility Insurance jOASDI) 
prMram. 

° Cost per heurywfkied is SO. 01 or less. 

^ Less Iran .05 percent. 

Note The sum of individual items may not equal totals due to rounding. 
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Table 4. Employer costs per hour worked for employee compensation and costs as a percent of total 
compensation: State and local government workers, Siy occupational and industry group, September 2010 


Series 

Total 

ccmpaiv 

tn^es 

and 

salaries 

I Benefit costs 

Totsi 

Paid 

leaus 

Supple- 

mental 

pay 

Insurance 

Retire- 

ment 

and 

savings 

LegaBy 

required 

benefits 





Coat pern 

lour worked 



Slaia and local government wornens 

(40.10 

$26.25 

$13.89 

$3.03 

S0.33 

$4.30 

S3.26 

$2.42 

Occupational group 









Management, professicnal. and reletsd 

4a.73 

33.17 

1S.5B 

3.% 

i 0.24 

5.34 

3.83 

2.77 

Professional and .'elated 

47 90 

32.78 

15.13 

3.06 

023 

5.3S 

3,79 

2.70 

Teachers' 

55.54 

39.22 

16.32 

2.85 

0.14 

5.37 

4.44 


Primary, secondary, and special 









education scTiOol teachers 

S53B 

394)5 

16.33 

2-62 

0-15 

B.37 

4.32 

2.S7 

Sales and oflise 

27.87 

1 16.08 

10.89 

2.49 

: 020 

4.36 

2.08 

1.76 

Office and administrative support 

28.06 

I 17.05 

11.01 

2 52 ! 

! 0 20 

4.43 

2.11 

1.76 

Service 

30.17 

18.06 

12.11 , 

2.8S ' 

j 0S6 

3.39 

2.96 

2.03 

Industry group 









Education and health services 

42.24 

28.63 

13.61 

2.74 

0.21 

5.04 

3.22 : 

2.40 

Educational sarviccs 

43.35 

29.64 

13.74 

2.65 

0.15 

5.14 

3.36 : 


Elementary and secondary schcds 

43.08 

29.S0 

13.56 

2.31 

018 

5.31 



Junior colleges, cclieges, and 









universities 

44.71 

30.29 

14.43 

3.80 

012 

4,63 

3.24 

2.63 

Hwllh care and social assistance 

34.98 

22.24 

12.74 

3.23 

0.60 : 

4.40 



HospitaJs 

37.10 

2363 

13.47 

3.49 

0.73 

4,67 

2.24 


PuBlIc administration 

38.13 

2331 

14.82 

3.64 

0.S4 1 

4.99 

3.59 

2.46 


Percent cflotal compensation 

State a.id local government workers 

100.0 

».S 

34.S 

7.6 

0.8 

12.0 

8.1 

6,0 

Ocoupallonai group 









Management, proieeelonal, and related 

1C0.0 

68.1 

319 

6.9 

C.9 

11,0 

7,9 

6.7 

Professional and related 

1G0.0 

68.4 

316 

6.4 

0.5 

11,2 

7.9 

5.6 

Teactiers' 

100.0 

70.6 

23.4 

6.1 





Primary, secondary, and special 









educaitpit scJiooi leacners 

100.0 

70.5 

295 

4.7 

0.3 

11,6 



Salas and dffica 

100.0 

60.9 

39.1 

8.9 

0.7 

16.6 

7.5 

6.3 

Office and administrative suppart 

1000 

60.7 

39.3 

9.0 

0.7 

15.8 

7,5 

6.3 

Service 

1C0.0 

59.9 

40.1 

8.8 

1.9 

12.9 

9.8 

6.7 

Industry group 









Educaiipn and t’.eaKh services 

icon 

57.8 

32.2 

6.5 

G.6 

11,8 

7,6 

5.7 

Educational services 

1004) 

68.3 

31.7 

6.1 

C.3 




Elementary and secondary schools 

100,0 

68.5 

31.5 

5.4 

C.4 

12,3 

6.0 

5.5 

Junior colleges, collegos, and 









universities 

1COXI 

87.7 

32.3 

8.5 

C.3 

10,3 

7.3 

5.9 

Health care and social assistance 

1C0.0 

63.6 

36.4 

9.2 

1.7 

12,6 



Hospitali 

1004) 

S3.7 

36,3 

9.3 

2.0 

12.6 

5.0 

e.4 

Public adminislrHlcn 

100.0 

61.1 

33.9 

9.9 

1.4 

12.0 

9.4 

6.5 


’ lncljde$ postsecondary laacfiers; primav. secondary. snC Note: Ttie sum of individaal items may not equal lo1a|s due 1 q 

special education teachers; and other |eaci>?fS and instiudois. rountfng. 
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Table S. Employer coeta per hour worked for employee condensation and costs as a percent of total 
compensation: Private Industry workers, by major occupational group and bargaining unit etatue, 
September 2010 



Occupational group 



1 

Managenienl. 




Compensalion 

All 

professional, 



component 

workers 

1 

and 1 

relsAed I 

office 




Cost 

Percent 

Cost 

Peicent 

Cost 

Percent 

Cost 

Percent 




























Paid leave - 

1.8B 

6.7 

4.12 

8.3 

1.3B 

5.3 

0.57 

4.2 


0.96 

ZA 

2.12 

43 

0.6S 

3.1 

0.29 

2.1 

Holiday 

D.60 

2.1 

1.27 

2.6 

0.45 

2.0 

O.IB 

1.3 


023 

oe 

0.53 

1.1 

O.IB 

D.8 

0.08 

•D.S 

Porsonai 

O.C9 

0.3 

0.19 

0>4 

0.07 

0.3 

0,03 

0.2 

Suppiemerlal pay 

0.78 

2.6 

1.59 

3.2 

0.40 

2.1 

0,24 

1,7 

Overlime and premium’ 

0.36 

0.9 

0.18 

0.4 

0.14 

0.7 

0.13 

1.0 

Shifl differenlials 

0.07 

0.2 

0.14 

0.3 

0.02 

0.1 

0.04 

0.3 

Nonproduction bonuses 

0.4S 

1.6 

1.27 

2.6 

030 

1.4 

0.06 

0.4 

Insurance - 

2.24 

8.0 

3-32 

6.7 

1.66 

6.0 

0,97 

v.o 

Life - 

0.04 

0.2 

o.oe 

0.2 

O.OS 

0.2 

(M 

(®) 

Health - 

2.10 

7.5 

3.06 

6.2 

138 

8.6 

0.93 

6.8 


0-05 

0-2 

0.09 

0-2 

0.04 

0.2 

0.02 

0,1 

Long-iorm disability - 

0.04 

0.1 

0.09 

0-2 

0.03 

0.1 

t‘) 

(®1 

Retlramert and savings 

0-99 

3-6 

1.96 

4.0 

0.64 

2.9 

0.21 

1.S 










































































0.44 

i - 

0.35 

0.7 

C.24 



2.3 




See fcotnotes at end of ladle. 
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Table S. Employer coete per hour worked for emplr^ee compensation and costs as a percent of total 
compensation: Private Industry workers, by major occupational group and bargaining unit status, 
September 2010 — Continued 


Compensation 

oomponorl 

Occupational group I 

Bargaining unit status 

Natural 

resossces, 

construction, 

maintenance 

PtoduedDn, 

tranaportafion, 

and 

material 

mewng 

Union 

Nonunion 

Cost 

Percent 

Cost 

Percerd 

Cost 

Percent 

CCMt 

Parcem 










Wages end salaries 

21.23 

67.3 

16.03 

66.7 

23.19 

61.3 

•9.28 

72,1 

Total benefits 

10.06 

32.1 

S.OI 

33.3 

14,66 

36,7 

7.46 

27.9 

Paid leave 

1.SS 

5.0 

1.43 

60 

277 

7.3 

1.78 

6.6 

Vacaliori 

0.33 

2.7 

0.73 

3.1 

1.43 

3.8 

0.91 

3.4 

Holiday 

0 50 

1.6 

-150 

2.1 ' 

O.Sl 

2.1 

0,57 

2,1 

Sick 

0.14 

C.4 

ai5 

0.8 

D.3e 

1.0 ! 

0.22 

0.8 

Personal 

0.QE 

0.3 

, 0.06 

0.2 

0.1S 

0.4 

0.03 

0.3 

Supplamental pay 

0.33 

3.1 

0.80 

3.3 

1.09 

2.9 

0,75 

2.8 

Overtime and premium' 

0.63 

2.2 

0.52 

2.2 

0.74 

2.0 

0.21 

0.8 

Shift differentials 

0.04 

0.1 

0.99 

0.4 

0.17 

0,4 

0.05 

0,2 

Nonproduction bonuses 

0.26 

0.8 

0.13 

0.8 

0.13 

0,5 

0.4 B 

1.8 

Insuranoe 

2.66 

8.6 

2.53 

10.6 

4.S4 

12.8 

1.94 

7.3 

Ufa 

o.os 

02 

0.05 

02 

0.08 

9,2 

•0.04 : 

0.2 

Haalth 

2.S1 

8.0 

2.43 

10X 

d.54 

12,0 

1.62 

6.8 

Short-term disability 

0.09 

0.3 

0.06 

02 

0.18 

0.4 

0.04 

0.2 

Long-term disability 

0.03 

0-1 

0.04 

02 

0.07 

12 

0,04 

11 

Relirerrcnt and savings 

1.63 

5.2 

0.92 

32 

2.75 

7.3 

0.79 

3.0 

Oetinad benefit 


3.5 

0.54 

22 

2.03 

5.4 

0.26 

1,0 

Defined contributlor 

052 

1.7 

0.37 

1.8 

0.72 

1.9 

153 

2.0 

'..egelly required benefits 

3.22 

i 10.3 

2.31 

9.6 

321 

8.6 

2,20 

8.2 

Seeial Sacuiliy and Medicare — 

1.60 

5.7 

1.37 

5.7 

2.02 

5.3 

1.50 

C.O 

Social Sbeurity* 

1.46 

4.7 

1.11 

4.6 

1.63 

4.3 

1.29 

4.8 

MedKare 

0.34 

1.1 

02C 

1.1 

0.39 

1.0 

0.32 

1.2 

Federal unemployment insurance 

0X3 

0-1 

0.03 

0.1 

1 o.ca 

0.1 

0.03 

, 0.1 

Slate unemployment insuriice 

024 

0.8 

021 

0.9 

025 

0.7 

115 

0,7 

workers' ccmpensaiion 

1.15 

3.7 

0.89 

2.9 

0.91 

2.4 

C.39 

1,4 


' IncKides premium pay for work in addifion (o the regular 
v/orK achadula (ajch as ovanima. waeicands, and hefdays). 

^ Coal porhour worked la 5101 orlaas. 

^ Leas than 05 percen*. 

* Comprises the Old^ge, Survivors, end DBabliily 


InauroncetOASOI) program. 

Nole: The sum ot ndivUtial items may not equal totals due to 
ro(.ndir.g. 
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Table 6. Employer costs per hour worked for employee compensation and costs ag a percent of total compensation: Private Industry 
workers, by major industry group, September 2010 


Compensation 

component 

Goods-pfcducitg^ 

Servioe-previdhg^ 

Aii goods- 
produchg'' 

Construction 

Manutacturir.g 

All 

service- 

providing® 

Trade, 

iranspartation. 

and 

utilities 

Information 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cest 

Percent 

Total compensation 

$32.83 

100.0 

$31.68 

100.0 

$32.68 

100.0 

526.81 

100.0 

$23.07 

100.0 

$42,03 

100,0 

Wages and salaries 

21 87 

66.6 

21.61 

69.1 

21.48 

6S.a 

19.21 

71.3 

1B.82 

70.5 

28.82 

03.5 

Total benefits - 

tO.96 

33.4 

9.77 

30.9 

11.1S 

34.2 

7.60 

28.4 

7.05 

2S.5 

15.25 

315 

Paid leave 

2.10 

64 

1.13 

3.6 

248 

7.8 

1.83 

6.B 

1.4S 

6.1 

3.91 

9.3 

Vacation 

1.12 

3.4 

0.64 

2.0 

f.30 

4.0 

0.93 

3.5 

0.74 

3.1 

2.03 

4.5 

Holiday 

0.75 

2.3 

0.39 

1-2 

0.89 

2.7 

0.57 

2.1 

0.45 

1.9 

1.03 

2.5 

SicK. 

0.18 

as 

0.08 

0.2 

0.22 

0.7 

0^ 

0.9 

0.30 

D.8 

0.47 


Personal 

a.QS 

02 

0.03 

0.1 

0.07 

0.2 

0.09 

0,3 

0.06 

0.3 

0.33 

0.9 

Scpplerr.ental oay v- 

1.19 

3.G 

1.05 

3.3 

1.19 

3.6 

0.70 

2.6 

0.53 

2.2 

0.99 

2.4 

Overlirrve and prerniunt* 

U.58 

18 

0.63 

2.0 

0.54 

1.6 

0.20 

0.7 

0.26 




Shift cfffcror.tials 

0.09 

0.3 

1^1 

{*) 

0.12 

0,4 

0.06 

0.2 

0.02 

0.1 

0.06 

C,1 

Nonproduclton ccnuses 

0.52 

1.6 

0.41 

1.3 

0.53 

1 6 

0.44 

16 

0,25 

1,0 

0.57 

1.4 


3.'1 

9.5 

2.34 

74 

3.40 

104 

2,06 

7.6 

2.09 

6.7 

3,79 

9,0 

Life . 

0.07 

0.2 

0.05 

0.2 

0.07 

02 

0.CI4 

0.1 

o.on 

0.1 

0,05 

0.1 

Health 

2.91 

S.9 

2.22 

70 

3-18 

9.7 

1.92 

7.2 

1.99 

6.3 

3.W 

6.3 

Short-term disability 

0.09 

9.3 

0.05 

02 

O.tO 

03 

0.C5 

0.2 

0,04 

0.2 

0.17 

0.4 

Long-term, disability 

0.04 

9.1 

0.02 

0.1 

0.05 

0.2 

0.C4 

0.2 

0.04 

0,1 

0.07 

0.2 

Retl'ement end savings 

1.58 

4.8 

1.70 

S.4 

1.42 

4.4 

0,87 

3.2 

0.69 

3,7 

1.64 

3.9 

Defined benefit 

0.95 

2.9 

1 13 

3.6 

0.80 

2.4 

0.33 

1.2 

0.43 

1,9 

0.70 

1.7 

Defined contrlbMtIen 

0.53 

1.9 

0.57 

1.6 

0.63 

1.9 

063 

2.0 

0.46 

1.8 

0.84 

2.2 

Legally required tMneiits 

2.97 

9.1 

3.55 

11.2 

2.70 

8.3 

2. IS 

8.1 

2.09 

8.8 

2.81 

6.9 


1.36 

S.7 

1.81 

6.7 

1.86 

5.7 

1.60 

6,0 

1.40 

S.S 

2.43 


Soeal Security^ 

1.30 

4.6 

1.46 

4.6 

ISO 

48 

128 

4.8 

1.13 

4,7 

1.SS 

4.6 

Medicare 

0.36 

1.1 

0.35 

1.1 

0.36 

1.1 

0.32 

1,2 

0.27 

It 

DM 

1.2 

Federal unemployment insurance 

0.03 

0.1 

0.03 

C.1 

0.03 

0.1 

0.03 

0.1 

0.04 

0.2 

0.03 

0.1 

Slate unempleyment insurance 

0.26 

0.6 

0.31 

1.0 

0.24 

a? 

0.17 

0.8 

0,17 

0.7 

0.18 

0.4 

Workers' ccmpensallon 

0.8? 

2.5 

1.40 

4.4 

0.58 

1.8 

0.36 

1.3 

0.49 





See footnstee at end of table. 
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Table 6. Employer costs per hour worked for employee coirtpensalian and coets as a percent of total compensation: 
Private Industry workers, by major Industry group, September 2010 — Continued 


Compensation 

component 

3ervice-pro‘/idTig2 

Financial activities 

Professional 

and 

business 

services 

Education 

health 

services 

Leisure 

hdspitalily 

Other servrses 

Cost 

Percent 

Cost 

. Percent 

Cost 

Percent 

Cost 

Percent 

Cast 

Percent 

Total compensation 

S36.68 

100.0 

$33.36 

109.0 

$29.94 

100.0 

$12.14 

100.0 

$24,76 

100,0 

Wages and salaries 

25.03 

67.9 

24.26 

72.7 

21.49 

71.5 

9.5B 

7B.9 

13.26 

73.7 

Total tenants 

11.86 

32.1 

9.12 

27.3 

846 

28.2 

2,56 

21.1 

6.50 

25.3 

Paid leave 

3.04 

8.2 

2.32 

7.C 

2.24 

7.5 

0.38 

3.1 

1.S6 

6,3 

Vacation 

1.S4 

4.2 

1.20 

3.0 

1.09 

3.7 

, 0.22 

1.3 

0.73 

2.9 

Holiday 

0.93 

2.5 

0.77 

2.3 

0.07 

2.2 

0.11 ' 

0.9 

0.58 

2,3 

Sici 

O.O 

1.2 

0^7 

0.8 

0.35 

1.2 

0.03 

0.3 

0.2C 

O.S 

Personal 

0.16 

0.4 

0.09 

03 

0.13 

0.4 

0.02 

0.2 

0.06 

D.2 

Suppleineniai pey 

1.66 ; 

4.5 

(.13 

3.4 

0.G7 

1.9 

0.12 

1,0 

0.57 

2.3 

Overtime and p'amiurrr^ 

0.15 

a4 

0.20 

0.6 

0.21 

0.7 

0,07 

0,5 

0,15 

0.6 

Shin differentials 

('») 

(«) 

0.03 

0.1 

0.20 

0.7 

(*) 

[®) 

(®) 

(®) 

NonprcduOlon bonuses 

1.50 

4.1 

0.90 

2.7 

0.15 

0,5 

0,05 

0.4 

0.41 

1.7 

Insurance 

3.06 

8.3 

2.12 

6.4 

2.39 

8.C 

0.67 

6.5 

1.57 

6.S 

Life - 

0.06 

0.2 

0.06 

02 

0.03 

0.1 

<«) 

!®) 

C.OS 

0.2 

Health 

2.84 

7.7 

1.96 

5.9 

2 28 

76 

'0.84 

’ 5.3 

1.45 

5.3 

Shcft-termdisabillQ 

0.00 

0.3 

0.06 

02 

0.04 

0.1 


{“) 

0.D3 

0.1 

Long-term rtisab'lHy 

0.06 

0.2 

0.05 

0.2 

006 

02 

1®) 

1®) 

0.03 

0,1 ' 

Retirement and savings 

1.62 

4.4 

0.95 

2.9 

0.96 

32 

0,11 

0.9 

0.87 

2,7 

Deflnsd beneffl 

0.65 

1.8 

0.31 

0.9 

020 

19 

0,03 

0.2 

0,27 

1,1 

Deflnad oontrlbullct 

0.98 

2.6 

0.65 

1.9 

U.68 

22 

0.08 

0.7 

0.40 

1.6 

Legally required benefits 

2.4? 

6.7 

2.59 

7.7 

2.31 

7.7 

1.29 

10.6 

' 2.13 

8.8 


2,07 

5.6 

1.98 

59 

1.78 

6.0 

0.86 

7.1 

1,53 

6.2 

Social SaojCityf 

' 1.65 

4.5 

1.58 

4.7 

1.43 

4.6 

0.69 

5,7 

1.23 

S.O 


343 

1.2 

940 

1.2 

0.35 

1.2 

0.16 

1.3 

0.30 


Faeeral unemploymeni insurance 

0.03 

0.1 

0.03 

0.1 

0.03 

0.1 

0.04 

0.0 

0.03 

0,1 

Stale unemployment insurance ...... 

0.17 

0.6 

0.21 

0.6 

0.15 

0.5 

0.14 

1.2 



Workers' compensation 

0.19 

0.5 

j 0.36 

1.1 

0.34 

1.1 

0.24 

2,0 

0.41 



' InelJdoe mining, construction, snd rnanufac4urir,g. The agrxulture, 
forestr/, *anv.ing, and hunthg seaor Is excL'ded. 

^ Indjdea utilities; \stiolssaletrade: retail trade iransportailon and 
■warehousirg; infcrmatian; flnaice end insurance; reel estate end rental 
ana leasing; prolessionai ana teclmlcai services; manegemerit of 
cotnpar.iss and enterprises; admlnlslretive end waste sendees: 
educational services, healih csra IfH social assistance; arts, 
enterteinmenl end recreation; eccommccatlon and food servicee; other 
services, except puDllc admmlstration: and public adrnnrstration. 

^ ireiudes utilities; wholesale trade; retail trace; transportaion and 
warehousing; irforTnat en; finance and insurance; reel esiefeand rental 
and leasing: prolessonai and tecnnical services: mar^ement of 


coirpanias and enterprises, administrative and waste services; 
educaUcmel services; health care and social assistance; arts, 
entertainineni and recreation; accommodation and feed services; snd 
other services, except public administration. 

* includes premium pay fer work In addition to the regular work 
schedule (such as overtma, weekands. and holidaya). 

* Cost per twur worked is $0,bi or less. 

^ Less than .OS percent. 

^ Comprises the f^d-Age. Survivors, and DIsabllitv Insurance (OASOI) 
program. 

Note; The sumof Inoliddual items may not equal totals due to rounding. 
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Tabl6 7, Employer costa per hourwortced for employee compensation and costs as a percent of total compensation: 
Private industry workers, by census region and division, September2010 


Comaensation 

conponenl 

Census ragicvi and diyision'i 

Northeast 

Northeast divisions 

South 

South divisions 

Coat 

Percent 

New England 

Middle Atianile 

Cost 


South Atlantic 

Cost 

Perceat 

Cost 

Percent 


Cost 

Percent 

Toial corTipeiisalloii 

S32.26 

103.0 

$34.18 

lOOA 

$31,51 

100.0 

$24.87 

100.0 

$2£.SB 

100.C 

Wages and salaries 

22.27 

69.0 

23.53 

68.8 

21,78 

69.1 

17,88 

71.9 

18.50 

72.0 

Total benefits — 

9.99 

31.0 

10.65 

31.2 

9.73 

30.9 

6.99 

28.1 

7.10 

28,0 


2.35 

7.3 

2.50 

7.3 

2.30 

7.3 

161 

6.5 

1.7D 

6.6 


1.17 

3.6 

1.26 

3.7 

1.13 

3.6 

062 

3.3 

0.86 

3.3 

Holiday 

0.74 

2.3 

0.80 

2.4 

0.72 

23 

0.62 

2.1 

0.S5 

2.1 


0.31 

1.0 

0.30 

0.9 

0.31 

1.0 

0.20 

0.8 

0.21 

O.S 

Persorel 

0.13 

0.4 

0.13 

0.4 

0.13 

04 

0.D8 

0,3 

o.oe 

0.3 

Supplemental pay 

1.21 

3.8 

1.87 

4.9 

1.04 

3,3 

0.84 

2.6 

0.60 

2.4 

Overtime and premium^ 

0.27 

0.8 

0.26 








Shirt dirterenijals 

c.or 

0-2 

0.06 

a2 

0.07 

0.2 

0.06 

0.3 

0.07 

0.3 

Nonproduttior bonuses.... 

O.BB 

2.7 

1.34 

3.9 

0.70 

2.2 

0.32 

1.3 

0.30 

1.2 

Irsk,r£nce 

2.S9 

6.0 

Z59 

76 

2.59 

8.2 

1.92 

7.7 

1.96 

76 

Life 

0.05 

0.2 

0.06 

0.2 

0.04 

0,1 

0.05 

0.2 

0,04 

0.2 


2.41 

7.5 

2.41 

7.0 

241 

77 

1.79 

72 

1,83 

7,1 

Short-term disability 

o.oe 

0.3 

0.07 

02 

0.09 

0.3 

0.04 

0.2 

0.05 

0.2 

Long-term disability 

ao5 

0.1 

0.03 

0.2 

ao4 

0.1 

0.04 

0.2 

0.04 

0.2 

Retirement and savings 

1.21 

3.7 

1.20 

3.5 

1.21 

3.8 

0.62 

3.3 

0.85 

3.3 

Defined benefit 

0.S2 

1.6 

0-46 

1.4 

0.64 

1.7 

0.32 

1.3 

0.31 

1.2 

Defned oontriiAjlion 

0.6S 

21 

072 

2-1 

0.67 

2t 

0.50 

2.0 

0.63 

2.1 

Legally required benefits 

2.63 

8.1 

2.70 

7.9 

2.60 

8.2 

2.00 

8.0 

2.06 

8.1 

Social Security and Mediocre 

1.67 

9.6 

1.99 

s.e 

92 

5.9 

1.S0 

8.0 

1.55 

6.0 

Social Security^ 

1.S0 

4.8 

1.59 

4.6 

1.4$ 

4.6 

21 

4.8 

1.24 

4.8 

Medicare 

0.37 

1.2 

0.40 

1.2 

0.36 

t.2 

0 29 

1.2 

0.30 

1.2 

redoral unemployment insurance 

0.03 

0.1 

0.03 

0.1 

0-03 

0.1 

0.03 

0.1 

0.03 

0.1 

State unemployment insurance 

0.27 

0.8 

0.28 

0.8 

0.2$ 

0.8 

0.12 

0.5 

0.12 


Vttorkers' compensaticr -.... 

G.4$ 

1.4 

0.40 

1.2 

0.43 

1.5 

0.35 

1.4 

0,37 

1.5 


See footnotes at «rC affable. 
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Table 7 . Employer costs per hour worked for employee compensation anti costs as a percent of total compensation; 
Private industry workers, by census region and division. September 2010 — Continued 


Coinpensation 

corrponenl 

Census re^on and division^ 

South dlvlstons I 

Uidwesi I 

Midwesi divisions 

East South 
Central 

VUhEt South 
Central 

Cost 

Percent 

East North Central 

'/Vest Norf. 
Centrai 

Coal 

Percent 

Cost 

Percent 


Cost 

Percent 

Cost 

Percent 

Total compensalior 


ica.o 

62S.0B 

100.0 

626.89 

103.0 

$27.30 

100,0 

$26,08 ' 

100.0 

Waces and salaries 

1S.31 

70.6 

16.09 

72.1 

18.80 

69.9 

18.92 

69.3 

15,67 

71.2 

Total UeneTis 

6.32 

29.2 ' 

6.99 

27.9 

8.09 

30.1 

3.38 

30.7 

7.51 

28.8 

Paid leave 

1.33 

6.1 

1.60 

6.4 

1.76 

6.5 

1.83 

6.7 

1.64 

6.3 

Vacation 

0.70 

3.2 

X81 

3.2 

0.93 

3.5 

0.94 

3.5 

0.90 

3.5 

Holiday 

0.42 

2.0 

0.52 

2.1 

0.56 

2.1 

0.59 

2.2 

0.60 

1.9 

014 

0.7 

0.20 

0.8 

0.19 

0.7 ' 

0.19 

0.7 

0.19 

0.7 

Reraonal 

0.06 

OJ 

0.07 

0.3 

0.03 

0.3 

0.09 

0.3 

0,05 

0.2 

Supplencntal pay 

0.51 ■ 

2.4 

0.76 

3-0- 

0.09 

2.8 

0.72 

2.7 

0.61 

2.4 

Overtime and premium^ 

0.24 

1.1 

0-26 








ShtR differentials 

0.07 

0.3 

0.95 

0.2 

Q.03 

0.3 

C.03 

0,3 

0.00 

0.2 

Nonproduction bo.noses 

0.20 

0.6 

0.43 

1.7 

0.33 

1,2 

0.35 

1.3 

0,30 

1.2 


1.68 

92 

1-62 

7.3 

2.36 

8.6 

2.50 

9.2 

2,14 

3.2 


O.CS 

0.2 

0.05 

02 

0.05 

0.2 

0,05 

0.2 

0,04 

0.2 

Heaim 

166 

8.6 

1.70 

6.8 

2.24 

6S 

2,35 

8.6 

2.01 

77 


004 

02 

0-04 

0.2 

0.06 

02 

0,07 

0.2 

0.04 

0,1 

Long-term disability 

0.03 

0.2 

0.03 

0-1 

0.04 

0.2 

0.04 

0.1 

0.05 

0.2 

Retirement one savings 

0.66 

3.1 

0.85 

3.4 

1.C3 

3J 

1.05 

3.9 

0.9B ' 

3.3 


0.26 

1.3 

0.35 

f.4 

0.60 

1.9 

0.56 

2.0 

0.41 

1.5 

Defined ecntrlbution 

0.36 

1.7 

0.49 

2.0 

0.63 

2.0 

0.51 

1.8 

■ 0,58 

2.2 

Legally re:u[red bensrts 

1.63 

85 

1£S 

7.9 

2-22 

8.3 

2,27 

8.3 

2.13 

6.2 


1.34 

62 

1-60 

e.o 

1.58 

5.6 

1.81 

5.9 

1.32 

s.a 


1-06 

5.0 

1.20 

4.8 

1.27 

4.7 

1.20 

4.7 

1.22 

4.7 


0.26 

' 1.2 

0.30 

1.2 

C.31 

1.1 

0.31 

1.1 ■ 



Federal jnemployment Insurance 

0.03 

02 

0.03 

0.1 

0.03 

0.1 

0.03 

0.1 

D.03 

0.1 

State unemployment insurance 

0.12 

i 05 

0-12 

OS 

0.19 

0.7 

0.20 

0.7 

0.15 


^<crltors' compensation 

0.34 

Lli. 

0-31 

1.2 

0.42 

1.6 

0.43 

1.6 

0.39 

1.5 


See fcotnoles al enrf uf lable. 
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Table 7, Employer costa per hour worked for employee compensation and costs as a 
percent of total compensation; Private industry workers, by census region and division, 
September 2Q10 — Continued 


Compensation 

component 

Census regivi and division^ 

west 1 

West divisiofis 

Coat 

Percent 

Moumaih 

Pacific 

, Coa 

Percent 

Cost i 

Percent 

Tolal compensation 

$29.66 

100.0 

$26.06 

100.0 

$30.66 

100.0 

Wages and salaries 

21.10 

71.1 

19.49 

725 

21,79 

70.6 

Tolal henefrs 

8.56 

28.9 

7.38 

27,5 

9,07 

29.4 

Paid leave... _... 

1.96 

6.7 

1.72 

6.4 

2.09 

6.8 


1.02 

3.S 

OSS 

3.3 

1.08 

3.5 

Holiday - 

0.62 

Zl 

0.55 

2.1 

0.65 

2.1 

Sick - 

0.27 

0.9 

0J2 

0.8 

0.29 

0.9 

Personal 

0.07 

0.2 

OJ37 

0.3 

0.07 

0.2 

Supplemental say 

0.72 

2.4 

0.64 

2.4 

0.75 

2.4 

Overtime and premium^ 

0.27 

0.9 

0.22 

0,8 

0.29 

0.9 

Shift differentials ;. 

0.05 

0.2 

0.05 

0.2 

0.06 

0.2 

Nortprcducticfi bonuses 

0.40 

1.3 

0.38 

1.4 

0,41 

1.3 

Ineurance — 

2.24 

7.5 

1.98 

7.4 

2,35 

7.6 

Lira 

0.04 

0.1 

0.05 

1 0.2 

0,04 

0,1 

Health 

2.12 

72 

1.87 

7.0 

2.23 

7,2 

Short-torm disability 

0.04 

0,1 

0.03 

0.1 

0.04 

0,1 

Long-term disability - 

C.04 

o.t 

0.04 

0,1 

0,04 

0,1 

ReTrement end savings 

1.03 

3.5 

083 

31 

1.12 

3.8 

Det.ned benefit 

0.50 

1.7 

0.31 

1.2 

0.S8 

1,9 

Derned comrlbuiion 

0.53 

1.8 

051 

1.0 

0.54 

1.7 

Legally required benefits 

2.56 

0.7 

Z20 

8.2 

2.75 

8,9 

Sxial Security and Medicare — 

1.75 

S.9 

1.50 

5.9 

1.82 


Social Security^ 

1.41 

4.7 

1.26 

4.3 

1.46 

. 4.7 

Medicare 

0.35 

1.2 

032 

1.2 

0,36 

1,2 

Federal unemployment insurance 

0.03 

0.1 

0.03 

0.1 

0.03 

0.1 

State unemployment insurance 

0.20 

0.7 

0.14 

0.5 

0.23 

0.7 

Workers' compehsanon 

0.50 

2.0 

043 

1.6 

0,67 

2.2 


Tbs Stales that comprise Ihc census divisions 
are New EngUnd: Conneeiieut, Maine, 
i^essachusetts, No/r Hampshire. Rhode Island and 
Vermont: Misdia AllanHc: New Jersey, New York, 
and Pennsylvania; South Attaniic; Delaware. OWnci 
of Columbia, Florida, Georgia, Maryland. North 
Carolina, So.ulh Carolina, Virgnia, and West xn^jraa; 
East South Central: Alabama, Kentucky, Mississippi, 
ana Tennessee; West South Cenital’ Arkansas. 
Louisiana, Oklahoma, and Texas: East North Central: 
Illinois, Indiana, M chigan, Ohio, andwiscansl:^ 

'^st North Ceniral: Iowa, Kansas. Minnesota, 
Mssourl. Nebraska, North Dakota, and South 


Dakota: r^ountain: Arizona, Colorado, Idaho. 
i4ontana. Nevada. Nevr Mexiso, Utah, and Wyoming: 
and Pacific: Alaska. Callfomla. Hawaii, Oregon, and 
Wasirngton. 

2 Indudee premium psry for work In addit'cntothe 
regular work sdiedule (such as overtirre, weekends, 
and holidays). 

^ Comprises the <^-Age, Survivors, artd 
Disability msurance {OASDI) program. 

Note: The sum of indmjual items may not equal 
tctals due to roundlr^ 
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Table B. Employer costa per hour worked for employee compensation and costs as a percent of total compeneation; Private Industry 
worhere, by establishment employment size, September 2010 


Compensation 

component 

1-99\wfkBr5 

1 0O workers or rnore 

1-03 workerB 

t-49 workers 

50-99 -ivailcers 

100 workers or 
more 

1Q0-49S 

workers 

SOOwakers or 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Cost 

Percent 

Total conipensatior 

S22.D6 

ICW.O 

$22.20 

1CO.O 

$25;i& 

100.0 

$33.4/ 

100.0 

$28.71 

100.0 

$39.06 

100.C 

Wages and salaries 

16.&5 

73.6 

16.47 

74.2 

1&20 

71.S 

22.95 

69.3 

20.14 

70.2 

26.65 

66.4 

Total benefts 

6.0/ 

26.4 

5.72 

25.8 

7.16 

28.2 

10.62 

31.7 

8,57 

29.6 

13,41 

33.6 


1.26 

5,5 

1.19 

5.3 

1.50 

5.9 

2.58 

7.7 

1,95 

6.8 

3,43 

8.6 


0,63 

2,7 

0S9 

2.7 

0.74 

2.8 

1.34 

4.0 

1,00 

3.S 

1,80 

4.S 

Holiday 

0.43 

1.9 

0.41 

1.6 

C.50 

2.0 

0.79 

2.4 

0.63 

2.2 

1,01 

2.5 

Sick . 

015 

0.7 

0.14 

0.6 

0.19 

0.7 

0.33 

1.0 

0,24 

O.S 

0.45 

1.1 

Personal 

0.06 

Q.2 

0.05 

0.2 

0.07 

0.3 

0.12 

0.4 

0.09 

0.3 

0,17 

0.4 


0.60 

2.6 

0.56 

2.6 

0.67 

2A 

0,99 

3.0 

0.74 

2.6 

1.33 

3.3 

O'«r.imo and premium’ 

0.20 

0.8 

0.17 

0.8 

0.26 

IX 

0.34 

1.0 

0.31 


0.39 

1.0 

Shift OlTerentials 

0.C2 

0.1 

fO 

f-*) 

0.03 

0.1 

0.12 

0.4 

0.07 

0.2 

0.20 

0,5 

Nonproduction bonuses 

CI.3& 

1.7 

040 

1.8 

0.38 

1.5 

0.52 

1.8 

0.3B 

1.2 

0,76 

1.9 

Insurance 

SS 

6.7 

1.41 

6.4 

1.97 

7X 

3.02 

9.C 

2.52 

6.3 

3,71 

9,3 

Life ,. 

0.C3 

0.1 

0.03 

0.1 

0.C4 

0.2 

C.D5 

0.2 

C.05 

0.2 

0.07 

0.2 

Health 

1.46 

6.4 

1 33 

6.0 

1.89 

7.3 

2.92 

6,4 

2,38 

9,2 

3.49 

9.6 


0,03 

0.1 

0.03 

0.1 

0.04 

0.2 

C.09 

Oi 

0.0$ 

0.2 

0.10 

0.3 

Lung-term disabity 

0.02 

0.1 

0.02 

0.1 

0.03 

0.1 

0,06 

0.2 

0.04 

0,1 

0.09 

0.2 

Retirement and savings 

0.58 

2.6 

0.53 

2.4 

0,-7 

3.0 

1.48 

44 

1,01 

3.5 

2.07 

5.2 


9.23 

1.0 

0.20 

0.8 

0.33 

1.3 

0.S9 

2.1 

0.43 

1.S 

1.04 

2.6 

Derired contribution 

03« 

1.6 

0.33 

1.5 

0.45 

1.9 

0.77 

2.3 

0.58 

2.0 

1.03 

2.6 


2.or 

8.0 

2.02 

8.1 

2.26 

8.9 

2X7 

7,7 

2.36 

6.2 

2.87 

7,2 


40 

6.1 

1.37 

6.2 

t.52 

6.0 

1,92 

8,7 

1.«0 

s.a 

2,28 

5.7 


1.13 

4.8 

1.10 

S.0 

•:.23 

4.9 

1.54 

4.3 

1.33 

4.6 

1.82 

4.6 


0.27 

1.2 

0.27 

1.2 

0.30 

1.2 

0.38 

1,1 

0.33 

1.2 

0.46 

1.1 

Pederel urompleyinenl Insurance 

3.04 

0.2 

0.U4 

a 2 

0.03 

01 

0.03 

0,1 

0.03 

0.1 

0.03 

0.1 

Siele unemptoyrrent Insurance «... 

0.19 

0.6 

016 

06 

0.19 

OX 

0.18 

0.6 

0.20 

0,7 

0.17 

0.4 

Wo'kers' eompensadon 

0.45 

1 9 

0.43 

1.9 

0.50 

2.0 

044 

1,3 

0.46 

1.6 

0.40 

1,0 


■ ’ InduJes premium pay for \vcfk m aeohionlo ihe rogula.- work schedule (wcti * Comjf^estrre Survivors, end DIsaolllly Insurance (OASDIl program., 

as overtime, wseKends, and nelidays), 

^ Coat per hour worked Is $0.01 or Ices. Note: The sum of individual lems may not equal totals due to rounding. 

^ l.ess uisn ,DS percent. 
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Table 9. Employer costs per hour worked for employee compengation and costs as a percent of total compensation: Private 
industry workers, goods-produclng and service-providing industries, by occupational group, September 201 □ 


Scn„ 

ToUl 

coinpai- 

satkn 

Vt^es 

Benefit costs 

Total 

Paid 

Supple- 

mental 

pay 

iisutance 

ment 

and 

savings 

Legally 

required 

benefits 


Cost per hour worked 

All workers In private Industry 

$27.B8 

SI 9.68 

58.20 

$1.88 

$0.78 

32.24 

$C.99 

32-35 

Management, professional, and related 

d9.51 

34-91 

1441 

4.12 

1.59 

3.32 

1.96 

3.43 

Management, business, and finencisi — 

55.91 

38.95 

16.96 

5.05 

2,17 


2.34 



46.27 

33.04 

13.23 

3.66 

1.32 

3.15 

1.78 

3,30 

Sales and office 

32.170 

16.77 

6.23 

1.38 

0.46 

'-.08 

0.64 

1.76 

Sates and related 

20.94 

16.64 

5.29 

1.14 

0.49 

'.40 

0.51 

1.76 

Office and admlnislrative support 

22.72 

1S.66 

685 

1.54 

0.45 

2.37 

0.72 

1.77 

Service 

13.90 

10.41 

3.40 

0.57 

0.24 

0.97 

0.21 

1.41 

Natural resources, construction, and maintenance 

3^29 

21.23 

10.06 

1.55 

0.98 

2.88 

1.S3 

3.22 

Construction, extraction, farrimg, fishing, and fo'estryl 

3-..« 

21.14 

10.30 

1.10 

1.06 

2,55 

1.96 

3.62 

Inslallation, maintenance, and 'epair 

31.13 

21,33 

9.80 

2.04 

0.83 

2.82 

1.27 

2.79 

Production, transportation, and materiat moving 

24.04 

16.03 

6.01 

1.43 

0.60 

2.56 

0.92 

2.31 

Production 

24.44 

16-18 

6.26 

1.56 

0.92 

2.70 

0,30 

2.27 

Transportation and material moving 

23.64 

15.38 

7.76 

1.30 

0.87 

2 42 

1.03 

2.34 

All workers, goods-producirtg industries^ - 

32.83 

21.87 

10.96 

2.10 

1.19 

3 11 

1.59 

2,97 

Management, professional, and relatea 

5781 

39.23 

18.56 

5,15 

2.07 

4.27 

3.14 

3.95 

Sales and office 

28.00 

10.56 

8.44 

1.90 

0,70 

2.65 

C.93 

2.26 

Natural resources, construction, and mainlenonee 

32 03 

2146 

1057 

1.24 

1.10 

2.71 

1,64 

3.67 

Production, transportation, and material meving 

2600 

16.76 

9.22 

168 

1,08 

3.11 

0.96 

2.41 

All workers, ssrvles<providlng Industries^ 

26.81 

19.21 

7.60 

1 83 

3.70 

2.05 

0.87 

2 18 

Managament, professional and related 

48.22 

34.35 

13-67 

3.96 

1,55 

3.19 

1.80 

3,36 


21.59 

15.52 

6.08 

1.35 

0.46 

1,03 

0.62 

1.73 

Service 

13-71 

10.36 

3.35 

057 

0.23 

D.9S 

D.2C 

1.40 

Natural resources, construe', ion, and maintenance — 

30.31 

20.93 

9.36 

1-96 

0.81 

2.65 

1,21 

2.76 

Production, transporation, and rraterial moving 

22.40 

1541 

6.99 


0.58 

2.t0 

0.68 

2.22 




Percent <rf tote 

8 

3 

1 



All worKera in private industry 

100.0 

70.6 

29A 

6.7 

2.8 

6.0 

3.6 

8.3 

Management, professional, and related — 

1CO.O 

70.6 

29.2 

6.3 

3.2 

0,7 

4,0 

7,0 

Management, buafnesa, andlinendal — 

100.0 

69.7 

30.3 

9.0 





ProfesslPriat and related 

100.0 

71.4 

28.6 

8.0 

2.8 

68 

3.6 


Solos and offido 

100.0 

71.7 

28.3 

6.3 

2.1 

9.0 

2.9 

3.0 

Sales and related . 

100.0 

74.7 

25.3 

S.4 

2.3 

6,7 

2.4 

3.4 

ontos and administrative suppen 

100.0 

69.8 

30.2 

8.6 

2.0 

10/S 

3.2 

7.B 

Service 

100.C 

75.4 

24.6 

4.2 

1.7 

7.0 

1.5 

10.2 

Natural resources, construsllon, and mairlensnce 

100.0 

67.9 

32.1 

5.0 

3.1 

6.6 

5.2 

10.3 

ConstruC.ion. extraction, farming, fishing, and forestry* 

100.C 

67.2 

318 

3.6 

3.4 

8.1 

6.2 

11,S 

lnstallat.cn, maint«riatic«, and lepalr - 

100.0 

66.5 

31.5 

6.5 

2.6 

9.1 


9,0 

Predudior, transpertetien, and material moving 

100.0 

66.7 

33.3 

6.0 

3-3 

10.6 

3,8 

96 

Producltn 

100.0 

60.2 

33.8 

8,4 


tl.O 


9.3 

Transportation and material moving - 

100X1 

67.2 

32.8 

55 

2,8 

10.2 

4,3 

9.9 

All workers, goods-produclng industries^ 

100J) 

66.8 

33,4 

6A 

3.9 

9.S 

4.3 

9.1 

Management, professional, and related 

1000 

67.9 

32.1 

6.9 

3.S 

7.4 

5.4 

6.8 

Sales and office 

100.0 

6S.6 

30.2 

6.S 

2.6 

9.S 

3.3 

8.1 

Natural tescurcea, ccnsltuct.cn, and maintenance 

100.0 

67.0 

33.0 

3.9 

3.4 

8.4 

e,i 

11.2 

Production, transportation, and material movmg — 

100X) 

64.5 

35.5 

65 

4.1 

12.0 

3,7 

9.3 

All workers, service-providing Industries^ 

100.0 

71.6 

26.4 

6.8 

2.6 

7.6 

3.2 

8.1 

Management, professional, and reteited 

100.0 

71.2 

28.3 

8.3 

3.2 

S.6 

3.7 

7.0 

Sales and office 

100.0 

71.0 

28.1 

6;2 

2.1 


2.9 



100.0 

756 

24.4 

4.1 

1.7 

7.0 

^5 

10.2 

Natural resources, construction, and maintenance - 

ioo:o 

58X> 

31.0 

6.5 

2.7 

8.7 

4.0 

9.1 

Producllcn, transportation, and material moving 

100.0 

66.8 

31.2 

5.5 


3,4 

3.9 

9,9 


' Farming, rishing, and ferestry occupa-.ions ,ivere cambi'iea wiih and enterprises; adnihMsirallve and waste ser\'li»s; educational services; 

construction end e>ctrectior occupational group as ot December 2003. health cere and so^al sssislancc; arts, cniisiainmcr.t and recreation; 

^ Incbdes mining cor^si'uclkyi, aivJ inanutactuilng. The agriculture, aoconmodation and fcad services: and other services, except public 

forestry, farrntig, ana hunting sector is excluded. adiriristratlorv 

^ Includes utilities; wholesale trade; retail trade; trsnspertation a>d 

wareheushe; Information; finance and insurance; real estate and rental and NoiB:ThB sum of indiwdual items may not equal totals due to rounding, 
leasing: professional and technical services; msnagentsnt of companies 
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Table 10. Employer costs per hour worked for employee compensaUon and costs as a percent of total compensation: Private 
Industry workers, by industry group, Septerriber 2010 


Series 

Total 

oompen- 

sation 

1 

and 

salailes 

Benefit costs 

Total 

Paid 

Supple- 

mental 

pay 

Insitrance 

Retire- 

ment 

savings 

Legally 

required 

benefits 


Cost per hour worked 

AilworkarPigoods-producing industries'’ 

S32.83 

$21X7 

S10.96 

$2.10 

$1.19 

SS.11 

31.59 

S2.97 

Constnjction ; 

31.58 

21X1 

9.77 

I,t3 

1.06 

2,34 

1.70 

3.55 

Manufacturing 

32.68 

21.49 

11.19 

2.46 

1,19 

3.40 

142 

2,70 

Aircraft mai'iulaclurlng^ 

63X2 

38.70 

24.32 

SS6 

2.37 

5.SS 

6.18 

4.05 

All workers, service-providing indusiries® 

26.81 

19.21 

7.60 

1X3 

C.70 

2.05 

0.87 

2,16 

Trade, trarsportetion, and utilities 

23.87 

16.82 

7.05 

1.45 

C.53 

2.09 

0X9 

2.00 

Wiolesale trade 

30.16 

2C.96 

9.20 

2.02 

0.92 

2.66 

1.C8 

2.52 


17.A3 

13.11 

4.32 

0X1 

0.2B 

1.25 

0.26 

1.61 

-ransponation and warehousing 

33.95 

22.19 

11.76 

2.42 

0.74 

3.87 

1,74 

2.99 

Utililies 

&&.51 

33.84 

21.67 

4.98 






42.06 

28.82 

13.25 

3.9 1 

0.99 

3.79 

1.64 

2.91 


36.88 

26.03 

11.36 

3.04 

1.66 

3.06 

1.62 

247 

Finance and Insurance - 

39.69 

26 59 

13.10 

8.37 

1.04 

3.35 

1.91 

2.63 

Credil intermediation and related activities 

34.36 

23.16 

11.21 

2.94 

1.30 

3.04 

1.70 

2.23 


38 34 

2612 

12.22 

3.22 

1,02 

3.49 

1.92 

2.55 

Real estate and re.ntal ana leasing 

26.36 

1917 

7.19 

t .8 i 

0X1 

2.00 

0.56 

2,21 


33.39 

24.26 

9.12 

Z32 





professional and technical sei'vicas - 

44.09 

31.60 

12.40 

3.40 

1.57 

2,78 

1.29 

3.05 

Administrative and waste sorvlcos 

21.69 

16.56 

S.24 

I.Ot 

047 

1,24 

0.47 

2.06 

Educaiion end heash services 

2994 

21.49 

8.43 

2.24 

0.57 

2.39 

0.96 

2.31 


30.07 

28.88 

10.19 

2.65 

D.12 

2.87 

1,73 

2.83 

Junior colleges, colleges, and universities 

48.60 

33 48 

13.12 

3.68 

0,17 

3.66 

2.46 

3,16 

Health oere ana social assistance 

26 68 

30.38 

8.20 

2.18 

0.63 

2.32 

0.84 


Leisure and hospitality 

12.14 

9.68 

2X6 

0.38 

0,12 

0.B7 

O.'il 

1.29 

Accommodation and food services 

11.32 

8.96 

2.35 

032 

0.10 

0.81 ■ 



Other services 

24.76 

18.26 

6X0 

1.56 






1 Peroerd ot total compensation 

All workers, goods-produclng industries’ 

100.0 

66.6 

33.4 

6.4 1 

3.6 

9.5 

4,5 

9.1 


100.0 

99.1 

309 

3.6 

3,3 

7.4 

54 

11.2 


100.0 

6S.8 

34.2 

7.8 

3.8 

10.4 

44 

8.3 

Aircraft manufacturing^ 

100-0 

61.4 

33.6 

9.3 

3.8 

9.3 

9.8 

64 

All workers, sorvice-providing industries^ 

100.0 

71.6 

28.4 

$.8 

2.6 

7,6 

3.2 

8.1 

T rade, transportation, and utilities 

100.0 

70.5 

29.5 

6.1 

2.2 

8.7 

3.7 

4.8 


100.0 

09.5 

30.S 

G.7 

3.0 

6.8 

3.8 

8.4 


100.0 

78.2 

24.8 

4.7 

1.6 

7.2 

2,1 

9.3 


100-0 

65.4 

34.6 

7.1 

2.2 

11,4 

5,1 

6.3 

Uilltios 

100.0 

61X 

390 

9,0 

34 

S.1 

1D.6 

8.9 


100.0 

68.5 

31 X 

9.3 

24 

9.0 

3,0 

8.9 


1O0O 

67.9 

321 

8.2 

4.5 

8.3 

4.4 

Q.7 

Finance and insurance 

109.0 

67.0 

33.0 

B.S 

4.9 

8.4 

4.6 

6.4 

CreOrt krtermed'Etion and related aclivittes 

100.0 

67.4 

32X 

S.6 

3.8 

6.8 

4.9 

6.5 

Insurance carriers eno related acilviiios 

100.0 

68.1 

31.9 

8.4 

2.7 


5.0 

6.7 

Real estate end rental and leasing 

100.0 

72.7 

27X 

6.9 

2.3 

7.6 

2.1 

84 

Professional and business services 

100.0 

72.7 

273 

70 


5.4 



Profosaional and technical services 

100.0 

71.8 

282 

7.7 

4,2 

6.3 

2.9 

6.9 

Administrative and waste services 

100.0 

75.7 

24X 

4.7 

2.2 

5.7 

2.2 

9.5 

Education and health services 

100.0 

71.8 

232 

7.5 

1.9 

5.0 

3.2 

7.7 

Educational services . 

100.0 

73.9 

26.1 

6.8 

0.3 

7.3 

4.4 

r,2 

Junior colleges, colleges, ano universities — 

10C.9 

71.8 

23.2 

7.8 

04 

7.9 

5.3 

6.8 

Health ca'e and social as-sistance 

100.D 

71.3 

28.7 

7.6 

22 

8.1 

2.9 


Leisure and hospitality 

100.0 

78.9 

21-1 


1.0 

5.5 



Accortmiodalion and food services 

100.0 

79.2 

20.3 

2.9 

0.0 

5.4 

0.8 

10.3 

Other services - 

100.0 

737 

28.3 

e.3 

2.3 

6.3 

2.7 

8.6 


■' IncJudes miring, cons:rijdion, ana manutacturng. Tne agneukure. 
forestry, farming, and burning sector is eicluded. 

^ Data are available Deginning with Decemoer 2006. 

' Includes utililies: wbolesels trace; retail trade trar.sportatkitt and 
warehousing: infomalbr; finance and insurance; real estate artd rental and 
leasing: professional and technical services; managenent of companies 


and enterprises: administrative artd waste services; educational servicas; 
heath care end social assistance: arts, entertainment and recreation: 
acccmmodatlon and food sen/lcas; and o:her services except public 

admoristralior. 

Note: The sum of jndi\'idual items may not cquat totals due to rounding. 
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Table 11. Employer costs per hour worked for employee compensation and costs as a percent of total compensation: Private 
Industry workers, by occupational group and full-time and part-time stetus, September 2010 



Total 

compen- 

sation 

V,^es 

and 

salaries 

BeneFit costs 

Total 

Paid 

lea-/e 

Supple- 

menial 

pay 

Insurance 

Retire- 

menl 

and 

savings 

Legell/ 

required 

benefits 





Cost per h' 

ourvpWkeci 




All fgll-iime workers In private Industry - 

S31.93 

S23.14 

$9.79 

S2.34 

30.96 

$2,72 

31.24 

S2.53 

UanagemenI, profeaslcnal, end related 

50.92 

36.68 

15.24 

4.44 

1.67 

3.55 

2.12 

3.46 

Monagemsnt, business, and financial 

5a49 

36.25 

17.24 






Professional and related 

47.89 

33.74 

14.16 

4.05 

1.36 

3.43 

1.97 

3.32 


25.34 

17.81 

7.33 

1.78 

0.60 

2.44 

0.60 

1.92 

Sales and related . 

27.39 

20.03 

7.36 

1.77 

0.78 

1.9S 

0./6 

2.10 

Office and administrative support 

24.34 

16.72 

7.61 

1.78 

0.32 

2.36 

0.62 

1.84 


16.57 

11.86 

4.72 

0.94 

0.37 

1.55 

0.33 

1,54 

Natural resources, wrstructiun, and majritenarice 

31.73 

21.41 

10.31 

1.62 

1.CC 

2,77 

1.70 

3.21 

Conat.njolBn, extracton, farming, fishing, and forestry’ 

31,74 

21.26 

10.48 


1.07 

2.92 

2.05 


Inslallaliqn, niairtenance, and repair 

31.71 

21.68 

10.13 

215 

0.93 

2.94 

1.31 

2,79 

Predudion, transportation, and material moving 

25.80 

17.05 

8,75 

1.64 


2.79 



Production 

25.32 

I 16.62 

8.70 

1.66 

0.96 

2.66 

0.S6 

2.32 

Transpcrtailan and material moving .... 

26.40 

17.60 

8.81 

1.61 

0.7B 

2.67 

1.23 


All part-lime workers In private industry 

15.67 

12.28 

3.39 

0.47‘ 

0.24 

,0,79 

0.25 

1.63 

Management, professional, and related 

38.03 

29.49 

8.54 

1.64 

1,00 

1.69 

0.82 

3.19 


38.34 

29.64 

6.70 

1.87 

• 1,03 




Selee end office 

13.61 

10.59 

2.91 

0.38 

0.12 

0.91 

0.24 

1,36 


11.75 

9.40 

2.3S 

0.24 

0.10 

D.67 

0,16 

127 


16.00 

12.29 

3.71 

0.59 

0.14 

1.16 

0.36 

148 


1C.90 

890 

2.CC 

0.19 

0.08 

0.36 

0.09 

1.27 

Production, trorsportatlor, and material moving 

16.19 

10.90 

4J9 

0.39 

0.34 

1,41 

.0.34 

1.61 

Tranaportatlon and material moving 

15,67 

10.94 

4.73 

0.40 






1 Percents total compensation 

All full-time workere in private Industry 

loao 

69.3 

30.7 

7.3 

3.0 

6.6 

3.9 

7,9 

Managemoic, profesaicnai, and related 

1000 

70.1 

29.9 

8.7 

3.3 

7,0 

4.2 

6.6 

Manegentent, business, and financial 

100.0 

69.5 







Prafessianalind related 

• 000 

70.5 

29.S 







100.0 

70.3 

29.7 

7.0 

24 

9.6 

3,1 

7.6 

Sates an' related 

100.0 

73.1 

26.9 

e.s 

2.6 

7,2 

2.8 

7.7 


100.0 

68.7 

31.3 

7.3 

2.1 

10.9 

3.4 

7.6 


103.0 

71i> 

28.5 

6,7 

2.2 

9,4 

2.0 

9.3 


100.0 

67.5 

32.6 

6.1 

3.2 

8,7 

5.4 

10,1 

Coiisinjdtion. exlractlon, farming, fishing, and forestry'' 

100.0 

67.0 

33.0 

3.6 

3.6 

5.3 

6.5 

11.3 

Instalialion, maintenance, and repair 

100.0 

68.0 

32.0 

8.6 





Production, transportetion, and material moving 

100.0 

66.1 

33.9 

6.4 



4.0 

9.3 

Prodiidion 

100.0 

C5.C 

34.4 






Transportation end ntetcrial moving 

100.0 

66.6 

33.4 

6.1 

2.9 

10.1 

4,7 

5.5 

All pan-timo workers in private Industry 

100.3 

78.4 

21.6 

3.0 

1,6 

5.1 

1.6 

10.4 

Management, professional, and related 

1O0D 

77.5 

22.5 

4.6 

2.6 

4.5 

2.1 

6.4 


100.0 

77.3 

22.7 

4.9 






10CXD 

78.4 

21.6 

2.6 

0.9 

e.o 

1.8 

10,1 


100.0 

80.0 

20.0 

2.0 

0.9 

4.6 

1.4 

1D.S 

Office ami adrr,in;smaiiv« support 

100.0 

76.6 

23.2 

3.7 

0.9 

7.3 

2.2 

9.3 


lOfLD 

81.6 

18.4 

1.8 

0.9 

3,3 

O.B 

11.7 

Production, transportation, and material moving 

100.0 

71 7 

28.3 

2.6 

2.2 

8.3 

2-3 

11,9 

Transportation and material moving 

lOOi) 

69.8 

30.2 

25 

2.3 

10.8 

2.7 

11.8 


■' Farming, fahing, ana forestry occupations were combined with Note: The sum of inaiwaual items msry not equal totals due 1o rounding, 

construcrion and exlraclion occupational group as of Decenter 2006. 
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Table 12. Employer costs per hour worked for employee compensation and costs as a percent of total 
compensation: Private industry workers, by industiy group and fun-tlme and part-time status, September 2010 


Series 

Tola! 

campen- 

sstion 

Wages 

salaries 

BenePt costs 

ToU 

Paid 

leave 

Supple- 

meriUil 

pOi 

Insurance 

Retire- 

savings 

Legally 

required 

beneTits 


Coet per ticu' worked 

All futl-tline workers In private Industry 

$31.93 

$22.14 

$9.79 

$2.34 

S0.96 

$2.72 

$1.24 

32,53 

Coods-producing^ 

33.21 

22.04 

11.17 

2.1S 

S.22 

S.19 

1.63 

2.98 

Construction 

31.00 

21 89 

10.01 

1.18 

1.09 

2.44 

1.77 

3.54 

Manufacturing 

33.07 

21.x 

11.38 

2.53 

1.21 

3.47 

1,45 

2,72 

Servicfrproviding^ - 

31.S5 

22.16 

969 

2.40 

0.89 

2.57 

1.12 

2.40 

Trade, transportation, and ulililies 

26.61 

1989 

8.73 

1.95 

0.69 

2.54 

1.17 

2,37 

Information 

44.8k 

3D.S5 

1460 

4.24 

1.08 

4.12 

1.78 

3 06 

Financial aciMties 

39.54 

26.65 

1269 

3.35 

1.84 

3.31 

1.79 

2.£9 

Protesslonal and business services 

37.11 

26.65 

10.46 

2.80 

127 

2.49 

1.15 

2.76 

Education and health services 

31.39 

22.11 

9.29 

2.S7 

0.61 

2.71 

1.07 

2.32 

Leisure and hospitality 

15.51 

ti.se 

3.94 

0.77 

0.23 

1.3Q 

0.23 

1.46 

Other services 

28.se 

20.x 

8.26 

2.05 

0.78 

2.16 

C.B3 

2.34 

All part-time workers In private Industry 

15.67 

12.28 

3.39 

0.47 

0.24 

• 0.79 

0,26 

1.63 

Service-providing^ 

1566 

12.19 

5.37 

0^17 

0.24 

0.80 

0.26 

1.60 

Trede, trenspcrtallon. and utilities 

1360 

10.32 

3.49 

066 

0,20 

1.12 

0.3C 

1,61 


18.12 

14.48 

3.64 

065 

0.59 

0.63 

0.17 

1.69 

Education and health scrvieos 

25.69 

19.66 

6.03 

168 

0.43 

1,44 

3.62 

2.26 

Leisure and hospitality .. 

9.50 

803 

1.47 

0.08 

0.03 

0.17 

0.03 



Percent of Mai compensation 

All fuli-timo workers in private industiy 

1CC.3 

69.3 

X.7 

76 

3.0 

86 

3.9 

7,9 

GooQS-prdducirg' 

nxt.o 

654 

33.6 

B.5 

3.7 

S.6 

4.9 

9.0 


100.0 

68.0 

31.4 

3.7 

3.4 




Manufacturing — 

100.0 

856 

34.4 

7.7 

3.7 

10,6 

4.4 

02 

Service-providing^ 

1-X.O 

70.3 

29.7 

7.8 

2.8 

8.2 

3.6 

7.6 

Traae, transportation, and utilities 

1X6 

89.5 

X.S 

6.8 

Z4 

8.9 

4.1 

8.3 

Information ... 

1X6 

X.1 

3t 9 

9.5 

2.4 

9.2 

4.0 

6.8 

Finarcial activilies 

1X6 

67.4 

32.6 

8.5 

4.7 

8.4 

4.5 ' 

6.S 

Prcfessional and business services 

1X.C 

71.3 

28.2 

7.6 

3.4 

6.7 

3,1 

7.4 

gdusaticn and naattn services 

1X.0 

70.4 

29.6 

8.2 

2.0 

8.6 

3.4 


Leisure ttnd bdspiialty 

1X.0 

74.S 

26.4 

4.9 

1.5 

8.4 

1,3 ■ 

9.4 

Otner services 

tx.o 

71.1 

28.9 

7.2 

2,7 




All part-time workers in private industry 

1C06 

70.4 

21.6 

3.0 

1 6 

5.1 

1.6 

10.4 

Service-providing^ 

1C06 

70.3 

21 7 

3.Q 

1.6 

6.1 

1.6 

10.3 

Trade, transportation, ano utlUties — . 

1X6 

74.7 

25.3 

Z6 

1.5 

8.1 

2.1 

10.9 

Proifessional end business services 

1X0 

79.9 

20.1 

ZO 

36 

3,5 

0.9 

10.5 

Education and haafth services 

1X6 

75.5 

23.5 

5.0 

1.7 

5.6 

2.4 

0.8 

Leisure and hosphality , 

1X6 

646 

15.6 

0.9 

D,4 

1.8 

0.4 

12.1 


^ ir.clJdes m.ntng, conslrvctlon, and manufacturTnp. The 
egriculturo. fo-estry, larming, and hunlr.g sector is exdutfed. 

^ Includes utilities: wholesale Irade: retail liada; lr3nsporlatk») 
and warehcuslna; Intonratlon; finance and Insurance; real estate 
and rental and leasina: iwfessional and technics servicea; 
management cf companies and enterprises; admin iscadt^e and 


waste services; educatianel services; IneaKh care and social 
autelance; arts, entertainment and recreation; accorrrrod alien and 
food services; and<^er services, except public administration. 

Note: Tiw sum of individual items may not equal totals due to 
rouidlng. 
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Table 13. Employer costs por hour worked for employee compeiiEalkin and costs as a percent of total 
compensation: Private Industry workers, by major industry group and establishment employment size and 
bargaining unit status, September 2010 


S,i=. 

Total 

compen- 

Vyisges 

and 

salaries 



Benefit costs 



Total 

Pad 

Supple- 

mental 

pay 

Insurance 

Rellre- 

rnenl 

savings 

Legelly 

required 

benefhs 


Cost per hour worked 

A,ll workers, goods-producing Industries'' ... 

$32.83 

$2137 

610.96 

S2.10 

8'..19 

$3.11 

$1.69 

$2.97 


27.64 

19/41 

8.13 

1.26 

0.81 

2.17 

0.98 

2.90 


26.72 

19.05 

7.67 

J.17 

0.76 

1.9S 

0.89 

2.90 

S0-$d workers 

29.49 

20J7 

9.22 

1.49 

O.S2 

2.70 

1.21 

2.E9 

too workers armors 

37.48 

24.03 

13.45 

2.84 

1,52 

3.94 

2.12 

3.04 


32.33 

21.11 

11.22 

2.10 

1 20 

3.52 

1.55 

2.85 

500 workers or more 

44.87 

28.28 

16.70 

3.91 

198 

4.55 

2.94 

3.32 


40.33 

23.56 

16.77 

Z41 

1.49 

5.33 

3.78 

3.77 

Nonunion 

3101 

21.46 

9.5S 

Z03 

1.12 

2.55 

1.06 

2.78 

All workara, aervice-preruiding industries^ .. 

26.31 

19.21 

7,60 

1.83 

0.70 

2.05 

0.87 

2.16 

1-99 workers 

22.12 

16.43 

5.69 

1.26 

0.56 

1.43 

0.51 

1.92 


21.43 

16.04 

5.40 

1.19 

055 

1.32 

0.47 

1,Q7 


24.38 

17.71 

6.68 

1.51 

0,61 

1,79 

0.67 

2.10 


32.48 

22.56 ! 

i 9.90 

2.51 

0.66 

• 2,79 

1.29 

2.46 


27.76 

19.89 

7.87 

1.91 

0.62 

2.26 

0.96 

2.23 

500 workers or more 

38.78 

2614 

12.62 ' 

3.31 

1.18 

3.61 

1.87 

2.76 


36.60 

2301 

-.3.69 

2.93 

0.89 

4.5« 

2.23 

2.93 

Nonunion 

25.93 

15.67 

7.07 

1.73 

0.68 

1.82 

0.74 

2.09 


! Percent of total compensation 

All workers, goodS'prMueing industries'' ... 

100.0 

66.6 

33.4 

6.4 

3.€ 

9.3 

4.6 

9.1 


100.0 

70.6 

29.5 

4.8 

2.9 

7.9 

3.6 

10.5 


1OD.0 

71.3 

28.7 

4.4 

2.9 

7,3 

3.3 

10.9 


'00.0 

68.7 

31.3 

50 

3.1 

9.2 

4.1 

9.6 


100.0 

64.1 

35.S 

7,6 

4.1 

10.S 

5.6 

8.1 

lOC-dSa workers 

100.0 

65.3 

34.7 

6.5 

3.7 

10,9. 

4.8 

8.B 

500 workers or more 

100.0 

62.9 

37.1 

8.7 

4.4 

10.1 

6.5 

74 


100.0 

58.4 

41.6 

6.0 

3.7 

13.2 

94 

9,3 

Nonunion - 

tco.o 

69.2 

30.8 

8.5 

3.6 

8.3 

3.4 

9.0 

All workers, service-providing Industries^ .. 

100.0 

71.6 

28.4 

6.3 

2.6 

7.6 

3.2 

8.1 


1C«.0 

743 

25.7 

6.7 

2.6 

6.6 

2.3 

8.7 

1-49 workers 

100.0 

74.8 

25.2 

5.6 

2.6 

6.2 

2.2 

8,7 


100.0 

72.6 

27.4 

6.2 

2.5 

y.4 


8.6 


1O0D 

695 

30.5 

7.7 

2.6 

8.6 

4.0 

76 

100-499 v/orkers - 

1O0J 

71.6 

28.4 

6.9 

2.2 

6.1 

3.1 

8.0 

500 v/orkers or rrxtre 

1O0X 

67.4 

32.6 

8.5 

3.0 

9.0 

4.8 


U-lon 

100.0 

62.9 

37.1 

e.i 

2.4 

12.5 

6.1 

8.0 

Nonunion 

I 100.0 

72.8 

27.2 

6.7 

Z6 

7.0 

2.9 

8.1 


1 Includes miring, constniclion, end menufactur ng. The 
agncitllure, foresify, farming, and hun'Ing sector Is excluded. 

^ Includes utilities Vitiolasale trade; retail trade; transportslion 
and (X'areridLiSlrig', Infonration: finarce end Insurance: real estiite 
and rental and leasing. proFessIdnal ana lechnlcai services, 
management of companies and enterprises; administrative arid 


waste services; educational sen/icee; health care and social 
assistance: arts, entartainmenl arid recreation; accommodalion and 
food servicas; and other services, except prjblic administratlan. 

Note: The sum of individual Hems may not equal totals due to 
rounding. 
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Table 14, Employer costs per hour worked for employee compensation and costs as a percent of total 
compensation: Private Industry health care and social assistance workers, by Industry and occupational group, 
September 2010 


Series 

Total 

compert- 

sation 

and 

salaries 

Benefit costs 

Total 

Paid 

leave 

pay 

nsurance 

Retire- 

ment 

savings 

Legally 

required 

benefits 





Cost per h 

our worked 




ealch care and social assistance 

S2B.58 

520.36 

$6.20 

$2.18 

J0.63 

S2.32 

$0.84 

$2.23 

Management, pro'essbral, and related 

41.18 

29.93 

11.65 

3.39 

0.96 

2.94 

1,32 

3.03 

Registered nurses 

46.34 

53.89 

14.46 

4.13 

1.63 

3.33 

1.76 

3.60 

Sales and office 

22.23 

15.91 

6.ra 

1,S9 

0.38 

2.35 

0.69 

1.71 

Service 

16.20 

11.52 

4.68 

0.97 

0,37 

1.54 

0-32 

1.48 

Hoepltaie 

36.53 

24.67 

11.76 

3.11 

1,15 

i47 

1.35 

2.57 

Ma'.agerneni. professional, and related 

44.37 

31.01 

13.96 

3.96 

1.46 

3.65 

1.65 

3.24 

Registered nurses 

46.63 

33.33 

15.35 

4.23 

1,63 

3.75 

1,84 

3.55 

Se^kte 

20.65 

13.t6 

T.49 

1.43 

0.71 

2.98 

0.75 

1.62 

Nursing and residential care facilities 

20.10 

14.69 

5.41 

1.33 

0.45 

1,52 

0,28 

1.85 

Management, professlanel, and related 

51.19 

23.09 

8.10 

2.25 

0-67 

2.02 

0.50 

2.6S 

Service 

15.04 

10.87 

4.17 

0.88 

0.35 

1.27 

0.18 

1.49 

Nursing carelaeilltles"' 

21.80 

15.97 

5.83 

1.48 

0.52 

1,57 

0.29 

1.97 

Management prvfessiuriel, and related 

34.11 

25.56 

e.ss 

2.44 

0.82 

1,94 

0.48 

2,87 

Servloe - 

15.96 

;i.4i 

4.55 

1.00 

0.43 


0.19 



Percent ol total compensation 

oalth care and social assistance 

•lOO.O 

71.3 

28.7 

7^ 

2.2 

8.1 

2 8 

7.8 

Manenemertt. orweeslonal, and related 

1000 

71.7 

263 

8 2 

2.3 

7,1 

3.2 

7,3 

Registered nurses 

100.0 

70.1 

29.9 

8.5 

3.4 

8.6 

3.6 

7.6 

Sales and olTice 

1030 

69.8 

30.2 

7.1 

1.7 

10.6 

3.1 

7.7 

Service _.... 

100.0 

71.1 

28.9 

6.0 

2.3 

9.5 

2.0 

6.1 

Hoapla a 

100.0 

67.9 

32.1 

6.6 

3.1 

9.S 

3.7 

7.3 

Management, profassional, and related 

100.0 

69.0 

31.0 

8.8 

3.2 

8,1 

3.7 

7.2 

Registered nurses 

100.0 

06.5 







Service 

100.0 

637 

36.3 

6 9 

3,4 

14,4 

3.6 

7,8 

Nursing and residential care facilities 

1X.0 

73*. 

26.9 

6.6 

2.1 

7.6 

1.4 

9.2 

Management, professional, anu related 

100.0 

74.0 

26.0 

7.2 

22 

6.5 

1.6 

8.5 

Service 

100.0 

72.3 

27.7 

3.9 

2.3 

8.4 



Nursing care facilities^ 

100.0 

73.2 

26.6 

6.6 

2.4 

7,2 

1.3 

9.0 

Management, professional, and related 

fOO.O 

74.9 

25.1 

7.2 

2.4 

5.7 

1.4 

6.4 

Sen/ CO 

100.0 

71.5 

28.S 




1.2 

9./ 


’’ Data are available beginning with Dettetn'oer 2006. 

Note. The sum of individual Hems may not equal totals due to founding. 
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in'.able versiun; Bankruptcy far states and cities a had idea hiip:/.'www,sl^te.com''cgi-bin/article.cgi?Wc/a/201 1,''02/!3/i;D'l'CllJK... 


SFCaiCcor. Print This Article Back to Article 

SFCate.com 

Bankruptcy for states and cities a bad 
idea 

Sunday, February 13, 2011 

Since the 2008 financial crisis, indmdual states all 
over the Union have been plunged into financial 
despair. As tax receipts plunged and the need for 
services sk>Tocketed, even financially healthy states 
have found themselves awash in red ink. States with 
structural deficits - like California - have had it even 
worse. California is still facing an eye-popping S25 
billion deficit this year, and the planned cuts will go deep and have reverberations for decades. 

Despite the states' impossible predicament, none of them has any interest in a Republican idea that's 
been floating around Capitol Hill: Let the states go bankrupt, The proposal, which is being drafted into 
legi.slation in the Senate, has been met with a resounding no from the National Governors Association. 

"The nation's governors and legislators do not support proposals to provide states with banlcruptcy 
protection," begins a letter fi'om the National Governors Association and the National Conference of State 
Legislatures to the leaders of both the House and the Senate. The letter, which is dated Feb. 4, goes on to 
explain: "Allowing states to declare bankruptcy is not an authority any state leader has asked for nor 
wovrld they likely use." 

Wall Street hates the idea, too. The S3 trillion municipal bond market took a nosedive last month on 
threats of the state bankraptcy propo.sal and on a confroversial analyst's prediction that 50 to 100 cit>’ 
and county governments could default on tlieir loans tlris year. Investors arc hopping mad about the 
proposal, and they're furious that bankruptcy could help states unwind their pension funds - where many 
of them have invested, too. 

So if none of the stakeholders is interested in allowing states to declare bankruptcy, what’.s in it for 
congressional Republicans? And why do they think it would be good for the country? 

At first blush, there are some attractive aspects to allowing states to declare bank^uptQ^ Many state 
legislatures have been paralj’zed by the financial crisis - seemingly unable Lo eillier raise taxes or impose 
devastating cuts. They've exhausted all the usual aca)unting Lriclcs, and a newly conservative Congress is 
unlikely to offer them any additional aid. Those with structural deficits, like California, have also found 
themselves groaning under the burden of the pension and benefit promises that legislators made to state 
w'otkers during better times. 

Tlicorctically, bankruptcy- would allow states to -wipe out all of those obligations and start over. Some - 
not all - cities and counties have the rights to declare bankruptcy, and a few of them have in recent years. 
In a well-publicized case, Vallejo used Chapter g bankruptcy proceedings to unwand unsustainable labor 
contracts. 
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But Vallejo is also using the proceedings to suggest paying some creditors as little as 5 cents on the dollar, 
which is why investors are furious about the idea of state bankruptcy. 

If states are allowed to declare bankruptcy - even if none of them does so - the interest rates on municipal 
bonds will definitely increase. For some states, the additional costs could make or break their ability to 
raise funds for infrastructure and other public services. 

The proposal would also have to clear high con.sLiLuLional hurdles, because states are considered 
sovereign entities. Why would they want to give up control over their own destinies to a Bankruptc}' 

Court? 

Furthermore, states are not businesses. One of the ways in which they have sovereignty is their power to 
raise capital through taxes. Just because some legislators don't wish to raise taxes doesn’t mean that the 
states no longer have the pow-er to do so. If times are tough enough for a state to contemplate banlouptcy, 
its leaders should be brave enough to contemplate less extreme measures, like a tax increase. 

It says something about the principles of some congressional Republicans that they consider a tax 
increase to be more extreme than bankruptcy, For them, state bankruptcy would also have the benefit of 
disempow'ering and defunding a key Democratic interest group - gowrnment labor unions - but that's 
hardly a good reason to approve this drastic and destabilizing proposal. 

The states have the power to solve their budget problems, painful though it maybe. Congress shouldn't 
make it any harder by floating ideas llial damage the bond market and undermine stale sovereignty. 

hup ://sfgate,com/cgi-bin/article, eg i?f=/c/a/ 201 1/02/1 3/EDTCIHKJ8R.DTL 
This article appeared an page F - 10 of the San Francisco Chronicle 

<?) 2011 lleerst Communicationb Inc. | Privacy Policy | Feedback | RSS Feeds | FAQ | Site Index | Contact 


2 of 2 


2/14/2011 9:04 AM 



27 


, Natkjkal 

-Governors 

AsSOCIA'i'lOK 


The Honorable Hany Reid 
Majority Leader 
U.S, Senate 

Washington, D.C- 20510 

The Honorable John Boehner 
Speaker of the House 
U S. flouse oFRcpre-sentativcs 
Washington, D.C. 20515 

Dear Majority Leader Reid, Senator McConnell, Speaker Boehner, and Representative Pelosi: 

As a new Congress convenes and a new year begins, the nation’s governors call on the federal government to 
work cooperatively wiiit us to reduce deficits, restore fiscal discipline and promote economic growth and 
long-term prosperity, 

This month 2E> new governors— the largest class In history— assumed office with most facing cnileefive 
budget deficits of $1 75 billion through 2013. This amount is on top of $230 billion in budget gaps states filled 
between fiscal years 2009 and 20 1 1 . As you know, unlike the federal government, states have to balance their 
budgets. This means that the $175 billion shortfall will have to be filled through spending outs or increased 
fees and taxes. 

Over the last two years the federal government put more than $151 billion into state coffers to help offset 
cacasirophic declines in revenues. Stales also did their part cuttiog spending by more than 10.7 percent ($75 
billion), lapping rainy day fUnds, shrinking the size of government and streamlining state services. More cuts 
will be necessary, but with ail easy cuts exhausted, the next round will require more layoffs, fewer state 
.services and potential cuts to core programs like K-12 education and public safety. 

Despite states’ difficult fiscal situation, governors ai’e not calling for new one-time help from the federal 
treasury. In fact, w’e encourage the federal goyemment to follow the lead of states and make the tough 
decisions necessarv' to get its fiscal house in order; federal fiscal stability is critical to the long-term sU-ength 
of stales and the country. 

As federal lawmakers work to reduce deficits, reform pro^ains and restore long-term stability, governors call 
on the Administration and Congress U> adhere to the fbilowing principles for state-federal deficit reduction: 


Clir.<iinc C). 

( ivw :*riiC!r c:t’ iWishbS 05 o!i 


liov'tTiTtii’ lit' Mbilirivka 


January 24, 201 1 


The Honorable Mitch McConnell 
Minority Leader 
U.S. Senate 

Washington, D.C; 20510 

The Honorable Najicy Pelosi 
Minority Leader 
U.S. House of Representatives 
Washington, D.C. 205 1 5 


I I.kI Si.ii.-? -ri-T Nor'ii Captlfil StTivi S'.iit:'?S7 > 'WiCTington. D.C. IWOi • i 5) 2 
Tolcpharc |202) 62-1 5iOO i wT.-w.n^a.or^^ 
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Page 2 


« Federal reforms should be designed to produce savings for both the federal government and 
states. The shared responsibility for implementiTig and running state-federal programs should also 
mean shared savings when reductions or reforms are made at tiie federal level. 

9 Deficit reduction should not be accuni|disheil by merely shifting costs to stales or imposing 
unfunded mandates. Tlie structural deficit facing federal lawmakers cannot be solved by the .slates. 
Good fiscal policy must lake into account the effects of federal action on state government to avoid 
actions that harm the ability of governors to man^e state budgets. 

a States should he given increased flexibility to create cfllcieDcies and achieve results. Decreases 
in funding should be accompanied by an increase in state authority to manage programs and find 
savings. For example, states must be allowed to consolidate funds from similar programs to produce 
better results. Federal mandates, even those that are paid for, fail to encourage state innovation or cost 
savings that can benefit both stales and the federal government. 

0 Congress should not impose maintenance of effort (MO£) provisions on states as a condition of 
funding. MOE’s curtail state authority to control their own budgets and fiscal systems and over time 
discourage investment in state-federal programs (see attoched). 

Govcrnor.s have a duty to be good fiscal stewards of taxpayer dollar. The recession forced many slates to take 
difficuli shon-ienn aciion.s to balance budgets and to find lnno\'aiive ways to make government a more 
efficient and productive instrument that can do moi'e witli less. The fedeial government must now do the 
same. 


Sincerely, 



Governor Christine 0. Gregoire 
Chair 




Governor Dave Heineman 
ViceChmr 


Enclosure 
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STATE PROGRAMS WITH MOE REQUIREMENTS 


Grant. Name: 

State Mulch 

MOE 

Destrlmlon ofKeouSrenients 

Environment 




Clean Air Aa • Section 105 

X 

X 

40%rnatcb requirement 

Kon-Point Source Grunts • Section 319 Grants 

X 

X 

40%uf loial cost 

Kazardcnis Waste Manaeeincm State Program Support 

X 

X 

25% of approved cost 

Pipeline Safety 

X 

X 

MOR was waived for2009.and 2C10. Stales 
cuiicndv Dfoviiliiia35%ofruiidina. 

Transportarion 




i-'l A - Section 5307 Urban Areas Kormi/ta Grants 

X 

X 

50%: of operating expenses; 20% of capital costs; 
l0%ifrclatcd to Clean Air Actor Americans with 
Diaibilitks Act; 10% for bicycle-reluleJ projects 

FTA - Section 53 i 1 Non-Urban Areas Formula Grants 

X 

X 

20% of coital costs: 10% Efrelated to Clean Air 

Act or Americans with Disabilities Act; S0% of 
admioisirarive costs; 10% for bicydc-rclaicd 
prcjccts 

AirTKUt Improvement Procram 


X 


Coutitniriit)' and Ucgioual Development 




AcDaladtiaj! Develomnciu Hithwjn' Svitem 

X 

X 

20% uf total cost 

Eilirralioit 




Adui; iiducation Basic Grcnt 

X 

X 

25% of total funds spent; MOE not less than 90% 
ofprior year level 

Education Jobs 


X 

For FVll states must maintain-spending in K'I2 
and Wglicf education at; (l)FY09 tevcls; (2) the 




same pe'rccritage share as total rn'eniies available 




5n FYIO; or (3) for states with receipts below FY06 
levels in FYU?. tlie FY06 spending level or 
pnccntagc'sharc. 

Title 1 • Orunts lu Lucal Gduoutiou Agencies 


X 


Special HJucaiiurt Grants tp States 


X 

MOElascd on.cxpchditiires ifont previous yair. 

Vocationai Education • Basic Slate Orani 

X 

X 

50% of admin, cost 

Indian Educatinn • Grants to Local Education Agencies 


K 


Rehab. Services • Basic State Grant 

X 

X 

21.3% of total cost; MOE based on previous two 
year spending 

Speeral Rduoatiart - Preschool Grants 


X 


Special Eduction - Infants and Families 


X 


Safe ant) Dnug Tree Schools & Communities State Grants 


X 


T(«5i-Ptc;> Udiicaiioll 


X 


7 1 sr Gfiiitiirv Corrmiinitv L.camina Centers 


X 


liigher Education 




Leveraging Educational Assistance Partnership 

X 

X 

Match based on MOE Level but not less than onc-io> 
one basis. MOE based uit expenditures ftun) 
previous three yearn. 

College Access Grant Program 

X 

X 

One-tbiid of program activities and services; in- 
land allowed; Must mainioin funding at previous 
five year aycraec 

Employment and Traluing 




Senior Community Service Employment Program 

X 

X 

10%oricnal cost: in-kind allowed 

WlA Adult Activities 


X 


WiA Voulli 


X 


WlA Dis'ocaicd Workers 


X 


Social Sen'ices 




Prevention of Elder Abuse, Neglect and Ksploiiaiion 


X 


Long-Term Care Ombudsman 


X 


.Support .Services 

X 

X 

15% of grant amount: 2S% of administrative cost; 




iu-kifld allowed 

Health 




.Affordable Care .Act 


X 

States may not change their Medicaid or CHIP 


d^ibilil}; policies or procedures ‘hal arc more 
roarictivc ihai they were on July 1, 2008, Ttic 
•MOElfersdulls fs in effecr until January 1. 2014, 
and tbrciiHdren until October l, 2010. 
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Public Isealth fimej^sfcy Preparedness X X 5%.offcdcral ftinds in 2009. 10% in 201^; in-kind 

allowed; must maintain spending at the average of 
ific amocni provided annually during ihe previous 
two yeafS 
X 

X X Slates witii more tiian l%&fi£na1 HIV/AIOS eases 

reported during the previous two years must 
provide aiatcliing fuiiJs, ainount varies based on 
the number of years, a state meets the llireshold; 
scparate20%oftofa] cost matching requiroment 
Ibr ADAPsiippIcmcnia!; must inaiiitftin spending 
at previous year level. 


Comniiiaity Menial Health .Services Dloct C-ranl 

Substance Abuse Prevention and Treatmom Block Gram 

Maternal and Child Health Block Ortint 

X 

X 

X 

X 

Must iDuhiflin spending al.thc nverege of the 
amount provided annually during the previous rivo 
years. 

Must maintain spending at the average of the 
amount provided annually during the previous two 
years. 

45% of total cost; maintain spending at 19S9 level 

liicatne Security 




Temporary Assistance for Needy Families (TANK) 


X 


Child Care Mandatory Matching Funds 

X 

X 

Varies based on FMAP'. MOli equal to the slate's 




share of expenditures for FY 5994 or 1995, 




wriicbiwsr is greater 

Child Nutrition - Sliiie Administni'ive txpenses 


X 


Public and Indian Heusmy. 


X 


HAmcIand Seeurity 




Boating Safety Assialiuice 

X 

X 

Generally 50%of total cost 

Emergency Management Performance Grants 

X 

X 

50% of total cost; in*k.irid niJowctl 

Assistance to ilrcfightcni Grant 

X 

X 

varies based oo award 


Consolidated Health Cenrers 
Ryun While romsiila grants 


31 


I 

National CoNFeR-eNCE 
illlll cl/ S tate Legislatures 

Tbe Pofuin for Amtties's Iditli 


February 4, 20 i 1 


The Honorable Harry Reid 
Majority Leader 
United Stetes Senate 
Washington, D.C. 20501 

The Honorable Mitch McConnell 
Minority Leader 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Speaker, Ms. Pelosl, Senator Re;d and Senator McConnell: 

The nation's governors and legislators do not support proposals to provide states with bankruptcy 
protection. 

Allowing States to declare bankruptcy is not an authority any state leader has asked for nor would they 
likely use. States are sovereign entities in which the public trust is granted to its elected leaders. The 
reported banl<ruptcy proposals suggest that a bankruptcy court is better able to overcome political 
differences, restore fiscal stability and manage the finances of a state. These assertions are false serve 
only to threaten the fabric of state and local finance. 

For the last three years, states have faced growing budget deficits and in each of those years, we have 
closed those deficits by spending cuts and when necessaty increasing taxes. Governors and legislators 
have had to make tou^ and politically unfavorable decisions to be fiscally responsible and balance our 
budgets, Throughout tliis process, our colleges never contemplated walking away from our obligations 
to our constituents or to the bond markets by requesting that the federal government allow states to 
receive bankruptcy protection. While a number of states continue to face budget deficits over die next 
few years, we will continue to use our sovereign authority to balance, our budgets and meet our 
obligations. 

State and local bonds and fiscal instruments remain some of the safest investments in the world. State 
leaders are keenly aware of their responsibility to manage their finances and repay their obligations. In 
contrast, the mere discussion of legislation, let alone the existence of a law allowing states to declare 
bankruptcy would only serve to increase interest rotes and create more volatility in bond markets. 

State and local leaders are interested in working wifli their federal partners to improve the fiscal stability 
of government at all levels. We call on Congress and the Administration to work with our members to 
eliminate unfunded mandates, provide greater flexibility to use federal funds more efficiently and avoid 
federal restrictions such as maintenance-of-effoit pro^nsions that hinder state and local authority to 
control their own finances. 



~ Na-TIONai. 

Governors 

^k. Association 


The Honorable John Boehner 
Speaker of the House 
U.S. House of Repi'esentatives 
Washington, D.C. 205 15 

The Honorable Nancy Pelosi 
Minority Leader 
U.S. House of Representatives 
Washington, D.C, 20515 
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These are difficult times in which to govern, but the challenges also provide us with the opportunity to 
work more closely together to find common solutions. We look forward to worthing with you to address 
the financial needs of the country and ensure our prosperity for the future. 

Sincerely, 




Governor Christine 0. Gregoire 
Chair, National Governors Association 




Governor Dave Heineman 

Vice Chair, National Governors Association 



Senator Richard T. Moor© 
Massachusetts Senate 
President, National Conference of State 
Legislatures 



Senator Stephen R. Morris 
Senate President, Kansas 
President-Elect, National Conference of State 
Legislatures 


Mr. Coble. Folks, to begin with, I want to apologize for my raspy 
voice. I have been nursing this cold for about a week that seems 
like a month. So it doesn’t sound very pleasant, so bear with me. 

And I am going to try to be as objective in my opening statement 
as I can, but if we, in fact, create a bankruptcy — strike that — a 
State bankruptcy chapter, I see all sorts of snakes coming out of 
that pit. But I will have an open mind as we go along. 

Many States are currently suffering a severe budget crisis, as we 
all know. High unemployment and depressed property values have 
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resulted in less tax revenue for States. But despite taking in less 
revenue, many States continue to spend as if the recession never 
occurred. 

In particular, States continue to offer defined benefit pension 
plans to their public employees. Defined benefit, as we all know, 
means that the employee is entitled to the pension without contrib- 
uting or contributing a very small amount. Making their budget 
problems worse. States are underfunding their pension obligations 
to the tune of $3 trillion. And we will hear that from one of the 
witnesses today. 

Public employee unions need to realize that they should not be 
entitled to be recession-proof. American workers in the private sec- 
tor have had their wages frozen during the recession. The 401(k) 
retirement plans to which they have contributed hard-earned dol- 
lars have lost significant value. 

Some people fear the States will eventually go broke and ask 
Congress for a bailout. We all know that bailouts have con- 
sequences. Oftentimes, a bailout merely kicks the current problem 
down the road even farther, and they generally don’t encourage fis- 
cal discipline. 

Neither should Congress permit States to file bankruptcy, in my 
opinion. Though States would have powerful tools in bankruptcy, 
like the power to break pension contracts with unions. States are 
sovereign entities that must handle their financial problems them- 
selves, it seems to me. 

Bankruptcy for States would cripple the bond markets. States, as 
we all know, issue bonds for capital projects like building roads and 
universities. Permitting States to break their promises to bond- 
holders would decrease investor confidence and damage States’ 
ability to invest in much-needed infrastructure. 

Instead, Congress should encourage States to use the tools they 
already have to bring public employee unions to the negotiating 
table and restructure pension contracts. My home State of North 
Carolina is a right-to-work State. Public employees are not union- 
ized. Rather than demand defined benefit pension plans. North 
Carolina’s public employees contribute to a 401(k) administered by 
the State treasurer. 

I am eager to learn more from our witnesses about how under- 
funded public employee pension liabilities are contributing to var- 
ious State insolvencies. I am also interested in how bankruptcy for 
States would impact States’ ability to borrow for capital projects in 
the bond market. While I disfavor the approach that lets States go 
into bankruptcy, I will be open to suggestions from the witnesses 
on alternatives that help States get their fiscal houses in order. 

I am now pleased to recognize the distinguished gentleman from 
Georgia, Mr. Johnson, for his opening statement. 

Mr. Johnson. I thank the Ranking Member. And this is my first 
hearing serving with you as Chairman, and I look forward to our 
service together on this Committee in the future. 

Mr. Coble. Thank you, Mr. Johnson. I appreciate that. 

Mr. Johnson. Now, with all due respect to my friends on the 
other side of the aisle, I must wonder aloud, why is it that we are 
holding this hearing today? Ostensibly, it is about whether States 
should be permitted to file bankruptcy. But, from what I can tell. 
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none of the witnesses claims that bankruptcy is a panacea for a 
State’s financial troubles. 

We seem to agree that allowing States to file for bankruptcy 
would result in increased interest rates, making it more expensive 
for States to address their financial needs. Moreover, a State bank- 
ruptcy option would create greater instability in the financial mar- 
ket. There also seems to be some shared concern about respect for 
State sovereignty, in that Federal bankruptcy law could be used to 
override State constitutions and laws prohibiting an impairment of 
contractual obligations. 

Finally, States already have the tools at their disposal to address 
any financial troubles they face, as Majority Leader Eric Cantor 
has noted. States have the ability to adjust revenues and spending 
and to renegotiate their financial obligations with creditors. 

Indeed, I get the strong sense that State bankruptcy may be a 
solution in search of a problem. Why are we wasting time on what 
promises to be something of an esoteric discussion about a proposal 
that few, if anyone, in Congress, including those on this Com- 
mittee, appear to accept? 

Instead, we should be talking about what Congress will do to ac- 
celerate economic recovery and create jobs, which, in turn, will help 
States recover financially. We should be talking about the con- 
tinuing mortgage foreclose crisis and how Congress will help hard- 
working American families stay in their homes. We should be talk- 
ing about crushing private student loan debt that threatens to sti- 
fle educational opportunities for people of modest means. We 
should be talking about how to improve the bankruptcy process so 
that it can better help honest but unfortunate debtors who have 
fallen upon hard times because of the lingering effects of the 2008 
financial crisis, a crisis brought about by Wall Street’s reckless be- 
havior. 

Unfortunately, I suspect we are here talking about State bank- 
ruptcy because of a cynical attempt by the likes of a future Presi- 
dent Jeb Bush or future President Newt Gingrich, actually, with 
Jeb Bush being the Vice President, or Jeb Bush being President, 
Newt Gingrich being Vice President. I don’t know how they are 
going to work it out. But they, along with the infamous Dick Mor- 
ris and Grover Norquist, they are in an unholy combination to de- 
monize public employees for political reasons. 

Let’s call this what it is. It is an attack on a group of workers 
including State troopers, police officers, firemen, prosecutors, and 
teachers. And these proponents of State bankruptcy simply don’t 
like those groups, and they want to do whatever they can to help 
them, so they figure that allowing States to go into a bankruptcy 
court and then avoid contracts that they have signed through col- 
lective bargaining, a fair process, that protect their employees, they 
want to be able to get out of those. And they also want to be able 
to avoid their obligations to innocent pensioners, elderly people on 
pensions, who have worked all their lives and expected to be able 
to retire in comfort with health benefits. And they want to abrogate 
the terms of those agreements and leave those people up the road, 
or up the lake with no paddle in a boat, subject to the harsh waves 
of Wall Street. 
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That is what they want to do, because they want to also protect 
bond holders, State bond holders. They want to protect them in 
that chapter, or in that bankruptcy process. Can you imagine that? 
Trying to balance the budget on the backs of working men and 
women, trying to protect Wall Street. This is unconscionable. 

And we are talking about public pensions that barely have an 
impact on a State’s financial health. Less than 3 percent of all 
State and local government funding is spent on pension benefits, 
as most such benefits are paid out of trusts funded by employees 
and their employers. But why let the facts get in the way of polit- 
ical opportunism? 

The proponents of State bankruptcy don’t even bother to hide 
their true intent. For instance, in a Los Angeles Times op-ed piece 
published last month, Mr. Gingrich and Mr. Bush, Bush III, point- 
ed to the “stranglehold government employee unions have on State 
and Federal budgets,” end quote, rather than the severe economic 
recession of the last few years as the reasons for the States’ fiscal 
problems. 

Even more crassly, Mr. Morris wrote a piece in The Hill arguing 
in favor of State bankruptcy because it would, quote, “break the po- 
litical power of public employee unions and undermine the labor- 
Democratic Party coalition.” 

Hopefully, sensible minds on both sides of the aisle, including 
Majority Leader Cantor, Judiciary Committee Chairman Lamar 
Smith, and Subcommittee Chairman Howard Coble, will carry the 
day on the issue of State bankruptcy and not allow naked political 
calculations to answer serious constitutional and policy questions. 

And, with that, I will yield back. 

Mr. Coble. I thank the gentleman. 

The Chair recognizes the distinguish Chairman of the Judiciary 
Committee, Mr. Smith. 

Mr. Smith. Thank you, Mr. Chairman. 

A famous tale by Hans Christian Andersen depicts an emperor 
who cares only about his wardrobe. His weavers fashioned him a 
garment made from fine fabric they say is invisible only to those 
who are unfit to see it. The emperor cannot see the suit, but he 
fears being deemed unfit to being king. So he dons his invisible 
garment and parades around town. Finally, a small child calls out 
from the crowd, “The emperor has no clothes.” 

Much like the weavers in this story, many States have promised 
their public employees the finest pension benefits but have funded 
their pension obligations with invisible money. In the private sec- 
tor, employees generally contribute to their own retirement and 
IRAs and withdraw their savings later in life. In contrast. States 
have promised fixed payouts to their retired public employees with- 
out requiring any employee contribution. States are therefore on 
the hook to pay 100 percent of public employee pensions, in addi- 
tion to other retirement benefits like health insurance. 

Despite the high cost of these pensions, it is not for Congress to 
admonish States for spending their money as their elected leaders 
see fit. States are sovereign in our system of federalism and are 
free to make even very expensive decisions. 

What is cause for Federal concern is that States have so consist- 
ently underfunded public employee pensions that, cumulatively. 
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they face pension deficits of approximately $3 trillion. Some fear 
that States will eventually default. 

Voters in spendthrift States should demand collective sacrifice 
from public employees. Someone must say the emperor has no 
clothes. 

Notwithstanding States’ fiscal woes, the era of Federal bailouts 
is over. Congress should not take money from taxpayers in fiscally 
healthy States to give to public employee unions in a handful of 
spendthrift States. 

And while bankruptcy for States may seem like an attractive al- 
ternative to State bailouts, there are constitutional and policy con- 
cerns with this approach. 

First, I am unsure whether Congress has the constitutional au- 
thority under Article I to allow a state to seek bankruptcy relief. 
States are co-sovereigns in our system of federalism and have au- 
thority to tax and spend. 

Even if Congress could enact a State bankruptcy chapter, it is 
also highly unlikely that any State would ever take advantage of 
it. The National Governors Association and the National Con- 
ference of State Legislatures have announced that States do not 
want bankruptcy relief and would not use it. 

States currently have ways to put their fiscal houses in order. 
Even the Governors in traditionally union-friendly States already 
have taken steps to reduce State spending and reform their public 
employee pension systems. 

I am also concerned that a State bankruptcy option may actually 
encourage States to borrow more money, knowing that they could 
later restructure their debt in bankruptcy. Future borrowing levels 
would thus increase even in spendthrift States. And borrowing 
would be at higher interest rates for all States because lenders 
would justifiably charge a price for the risk of State bankruptcy. 

Congress should not hinder restructuring efforts at the State 
level by passing laws that make it more expensive for States to ac- 
cess capital in the bond market during a recession, and it should 
not pass laws that unfairly punish prudent States with higher in- 
terest rates. 

Finally, in a State bankruptcy case, it would be difficult to pre- 
vent the sort of political favoritism of unions over bondholders seen 
in the Chrysler and General Motors bankruptcies. Public employee 
unions have exerted influence over State officials to obtain substan- 
tial pension benefits. Why should Congress believe that this same 
political influence will not cause State debtors to protect public em- 
ployee pensions in bankruptcy? 

Still, I remain open to exploring how Congress may play a role 
in helping States restore fiscal sanity to their budgets. And, Mr. 
Chairman, I look forward to working with my colleagues to talk 
about and explore these alternative solutions. 

And I yield back the balance of my time. 

Mr. Coble. I thank the gentleman. 

The Chair recognizes the distinguished gentleman from Michi- 
gan, the Chairman emeritus of the Judiciary Committee, Mr. Con- 
yers. 

Mr. Conyers. Thanks, Chairman Howard Coble and Members of 
the Committee. 
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We welcome the four witnesses today. 

And I am impressed with Chairman Coble’s description of the 
problem, particularly as it relates to bankruptcy. And he was kind 
enough to let me see his statement since I didn’t quite understand 
his presentation. 

“Neither should Congress permit States to file bankruptcy. 
Though States would have powerful tools in bankruptcy, like the 
power to break pension contracts with unions. States are sovereign 
entities and must handle their financial problems themselves. 

“Bankruptcy for States would cripple bond markets. States issue 
bonds for capital projects like building roads and universities. Per- 
mitting States to break their promises to bondholders would de- 
crease investor confidence and hurt States’ ability to invest in 
much-needed infrastructure.” 

And so. Chairman Coble, I agree with you. 

And I must say. Hank Johnson’s statement was one that I am 
in agreement totally with. 

And we find ourselves in unusual circumstances. 

And my voice is getting like the Chairman’s, so maybe I should 
give him a written copy of my statement so he can understand 
what I actually said, as well. 

States aren’t in particularly in good shape. A lot of them are not 
in the black, but none of them are seeking or going into bank- 
ruptcy. None are in bankruptcy. So wherein does the urging from 
Members of the Federal legislature come from that encourage 
bankruptcy? 

Now, before bankruptcy, there could be bailout. And from the De- 
troit perspective, both automobile companies that sought bailout 
are — one has paid off, and the other one is paying off pretty well. 
The reason I know they are doing so well is that they are declaring 
bonuses for the leaders. So if they aren’t in bankruptcy, this is a 
hearing that would encourage them, at least some of the members, 
to go into bankruptcy. 

And I want to thank the witnesses. All of their statements, ex- 
cept our lead witness, from the professor, have indicated some need 
for caution in this area. And I think that is good. 

Now, you will never catch me quarreling with why a Sub- 
committee or the full Committee called a hearing, because no one 
has called more hearings that were quarrelsome by the other side 
than me. And so, now it is my turn to listen to hearings that I may 
not have — would have called myself. But still, maybe we can think 
about this a little bit. 

Well, look, there are so many conservatives that agree with my 
position of going slow that I am re-examining my own position. I 
mean, when the gentleman — where is Mr. Cantor from? Virginia? 
The gentleman from Virginia and I find ourselves in agreement. 
Other leaders are — the only people that I can prove are urging 
bankruptcy is Newt Gingrich, the former Speaker of the House; 
and Jeb Bush, the former Governor from Florida. Now, what is mo- 
tivating them, outside of further busting public unions, I don’t 
know. But maybe this hearing will shed some light on it, because 
that is what I would like to find out more. 

And so, Mr. Chairman, I thank you for your time. And I am will- 
ing to make a copy of my statement available to you. 
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[The prepared statement of Mr. Conyers follows:] 

statement of the Honorable John Conyers, Jr. 
for the Hearing on Role of Public Employee Pensions in Contributing to State Insolvency 
and the Possibility of a State Bankruptcy Chapter 

Monday, February 14, 2011, at 4:00 pm 
2141 Rayburn House Office Building 


Today’s hearing highlights yet another casualty of the housing bubble that burst in 2006 
and caused - and continues to cause - one of the highest rates of home foreclosures since the 
Great Depression. 

The subsequent fallout in the financial marketplace affected virtually every sector of our 
Nation’s economy and those who invested in it, including slate public pension trust funds. 

Fortunately, as the economy recovers, investors arc likewise recovering, including state 
pension fiind-s. 

Unfortunately, some are opportunistically trying to use the temporary shortfall caused by 
the ongoing national recession lo impose radical and very likely damaging changes to state 
pensions. 

In particular, they advocate amending the bankruptcy law to allow a stale lo file for 
bankruptcy so that the state can override its own constitutional or statutory prohibitions against 
impairing contractual pension obligations. 

First, the states and their pension trust funds are not m dire straits. Pension experts and 
economists agree that these funds will weather this recession as they have prior periods of 
economic upheaval. 

For example, Mark Zandi - one of the Nation’s leading economists and a fonner 
economic advisor to Senator McCain during his presidential campaign - testi lied earlier this 
month before the Senate Budget Committee that the risk of default by states was “remote." 

■fhe Cato Institute, a think-tank not widely known for being a bastion of liberals, believes 
this talk of financial crisis among the states is overblown. 

Even House Majority Leader Eric Cantor thinks the state bankruptcy proposal is a waste 
of time. As he explains: 

State governments have at their disposal the requisite tools to address their 

fiscal ills. They’ve got the ability to enter into new negotiations in there are any 

collective bargaining agreements in place. They’ve got the ability to adjust levels 

of spending as well as revenues at the state level. 
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As you might imagine, Mr. Cantor and I do not usually agree on much of anything, but I 
could not have given a better explanation of why state bankruptcy is a useless proposal. 

Seeond, and to answer the question implied in today’ s hearing title, public pensions have 
a very limited role in a state’ s financial well-being. 

This is becau.se state retirement systems receive only minimal funding from state 
revenues. These systems are primarily paid out of a trust funded by workers and their employers. 

In fact, less than three percent of all slate and local government spending is used to fund 
public pension benefits. 

Worse yet, all this talk about state bankruptcy has caused insecurity in the financial 
marketplace, which has, in turn, spooked the bond market and resulted in higher inlerest rates, 
just at a time when states can ill-afford them. 

For example, both the National Governors Association, whose members are the 
governors of all 50 slates and the Republican Governors Association strongly oppose the state 
bankruptcy proposal for this very reason. 

As the NGA explains, “The mere existence of a law allowing states to declare bankruptcy 
only serves to increase interest rates, raise the costs of state government and create more 
volatility in financial markets.” 

And, finally, let’ s face it, This effort to have states file for bankruptcy is simply a blatant 
attack on public sector employees and unions. 

Commentator Dick Morris could not be more blunt. He wrote, “[T]he Republican House 
should pass a state bankruptcy bill to break the political power of the unions and undermine the 
labor-Democratic Party coalition[.]” 

Now, doesn’t Congre.s.s have more important concem.s to deal with? 

Rather than wasting lime on tliis proposal, we should be devoting our resources to the real 
problems Americans are facing, namely joblessness and home foreclosures. 


Mr. Coble. I thank you, sir. 

Without ohjection, other Members’ opening statements will be 
made a part of the record. 

We are glad to have a distinguished panel with us today, and I 
will introduce them at this time. 

Mr. Joshua Ranh is associate professor of finance at the Kellogg 
School of Management at Northwestern University and NBER fac- 
ulty research fellow in the corporate finance and public economics 
programs. He studies corporate investment and financial structure. 
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with an emphasis on the ways in which corporations respond to in- 
centives that are put in place by government policies. 

Dr. Ranh received his Ph.D. in 2004 from the Massachusetts In- 
stitute of Technology with his dissertation, “Pensions, Corporate Fi- 
nance, and Public Policy,” which won him the 2004 National Tax 
Association Dissertation Award. Prior to joining Kellogg, he held a 
faculty position at the University of Chicago Booth School of Busi- 
ness. And he is a former associate economist for Goldman Sachs 
International in London. 

Mr. James E. Spiotto is a partner in the law firm of Chapman 
and Cutler, LLP. He graduated from the University of Chicago Law 
School and has represented banks, indenture trustees, bondholders, 
or governmental bodies in litigation over workouts of over 400 trou- 
bled debt finances in over 35 different States and in 3 foreign coun- 
tries. 

He is also the author of a chapter on sovereign debt, defaults, 
and debt resolution mechanisms for an upcoming book entitled, 
“The Oxford Handbook of State and Local Government Debt,” to be 
published by Oxford University Press. In 1995, Mr. Spiotto won an 
award for his presentation on municipal defaults and bankruptcy 
at a United States House of Representatives Subcommittee hearing 
on the Orange County crisis. 

Mr. Fabian is the senior analyst — Mr. Matt Fabian — for Munic- 
ipal Market Advisors, MMA, an independent research and strategy 
provider specializing in municipal bonds. Mr. Fabian has been a 
municipal analyst for 13 years and is the author of a widely read 
bond publication. He has been the senior analyst with Municipal 
Market Advisors since July of 2006. 

Prior to his current position, Mr. Fabian spent 2 V 2 years as the 
lead municipal research analyst for UBS and headed up an award- 
winning group within UBS Wealth Management Research. Mr. Fa- 
bian was the primary source on municipal bond research for the 
UBS network of nearly 7,500 U.S. financial advisors, also advising 
the company’s institutional training and investment banking cli- 
ents. 

Mr. Keith Brainard is currently serving as research director for 
the National Association of State Retirement Administrators and 
has held that position since 2002. Previously, he served as manager 
of budget and planning for the Arizona State Retirement System, 
and he also provided fiscal research and analysis for the Texas and 
Arizona legislatures. 

He is coauthor of the second edition of the “Governmental Plans 
Answer Book,” and created and maintains the Public Fund Survey, 
an online compendium of public pension data. He has a master’s 
degree from the LBJ School of Public Affairs at the University of 
Texas in Austin. 

Good to have you with us, gentlemen. If you will, we try to apply 
the 5-minute rule to you all and to us. When the amber light ap- 
pears, you will know that the red light is imminent. So when the 
red light appears, that will be your warning that it is time to wrap 
up. If you could do that, we would appreciate it. 

Mr. Ranh, I will start with you. 
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TESTIMONY OF JOSHUA RAUH, Ph.D., ASSOCIATE PROFESSOR 

OF FINANCE, KELLOGG SCHOOL OF MANAGEMENT, NORTH- 
WESTERN UNIVERSITY, EVANSTON, IL 

Mr. Rauh. Thank you very much, Chairman Coble, Members of 
the Subcommittee. 

The condition of State and local pension systems and the risks 
that these systems pose for Federal taxpayers is a critical aspect 
of our Nation’s fiscal challenges. Pensions have become more than 
a means by which State and local governments provide retirement 
income for public employees. They have become a pervasive tool for 
circumventing balanced-budget requirements. 

The mechanism is simple: State and local governments have 
promised pensions without setting aside adequate funds. The bill 
is then left to future taxpayers when the employees retire. By that 
time, the politicians who made the promises are out of office. In 
some cases, the bills will be so large that State and local govern- 
ments will likely seek substantial Federal assistance. 

The Government Accounting Standards Board, GASB, has been 
complicit in this hidden borrowing by allowing a fiawed accounting 
of these promises. Under GASB rules. State and local governments 
have around $1 trillion of unfunded pension liability. Using valu- 
ations consistent with financial economics. Professor Robert Novy- 
Marx and I have calculated that the already-promised part of these 
unfunded liabilities amounts to over $3 trillion. 

GASB treats the returns on risky assets as though they were 
riskless and certain. The government assumes that the actual re- 
turn will be identical to the targeted return, most commonly 8 per- 
cent, ignoring the fact that if the assets do not return 8 percent, 
the taxpayers are on the hook for the downside. GASB confounds 
the measurement of the amount of debt with the government’s 
risky plans for repaying the debt. 

Consider how this would work if you could apply it to a Federal 
bond issue. Suppose you issued $1 trillion of 10-year bonds. And 
suppose further that you spent half the proceeds immediately and 
put the other half in a fund invested in stocks and bonds, hoping 
that it would grow to repay the debt in 10 years. 

Well, obviously, the government has a new debt of $1 trillion and 
new unfunded liabilities of half a trillion dollars. But under GASB 
logic, the government could claim that, since the expected return 
on their portfolio is 8 percent, there was actually no unfunded li- 
ability. This would be a way to deal with the $1.65 trillion budget 
deficit at the Federal level. You would just borrow another $1.65 
trillion, invest it in stocks and bonds, claim it will have an expected 
return of 8 percent. And, under GASB rules, that would be okay. 

This is hidden debt, debt that will eventually force governments 
to choose among a group of unpalatable options: slashing public 
services, dramatically raising taxes, attempting to cut benefits, de- 
faulting on debt, or seeking a Federal bailout. 

Many pension systems are approaching a day of reckoning. Even 
assuming 8 percent returns, the assets of the systems in seven 
States and six big cities would be insufficient to pay for today’s al- 
ready-promised benefits past 2020. And what this means is that 
substantial contributions to the funds will be needed over the next 
decade to pay for legacy liabilities. 
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Some State governments are taking steps to address the issue, 
but many are going in the opposite direction. So, for example, by 
statute or by contract, many major public pension funds in Illinois 
do not contribute anywhere near the amount required to pay new 
costs and to begin to pay down unfunded liabilities. The California 
State Teachers’ Retirement System contributed only 55 percent of 
the recommended amount in 2010, even by GASB standards. And 
New Jersey made only 5 percent of the recommended contributions 
to its State police and teachers funds. 

Now, if States perceive implicit Federal backing, they may lack 
the incentive to undertake reforms of these systems. So I would 
argue that Congress should limit the liability of Federal taxpayers 
by providing States with those incentives. It should condition the 
availability of Federal money on pension reforms that limit off-bal- 
ance-sheet borrowing. 

In particular, the Public Employee Pension Transparency Act, 
H.R. 567, would be a very useful step. It would condition Federal 
tax benefits on disclosure by the States of the true financial value 
of these unfunded public pension promises. The bill establishes an 
incentive. If States want Federal subsidies, then they may not en- 
gage in off-balance-sheet borrowing through improperly valued pen- 
sion liabilities. 

Congress should consider further incentives-based approaches, 
both carrots and sticks, particularly if the idea of a State bank- 
ruptcy code is not going to be pursued. One approach would relate 
to the tax treatment of bonds that could be used to fund pensions. 
In a plan I developed with Professor Novy-Marx, a State would be 
allowed to issue tax-subsidized bonds for the purposes of pension 
funding if, and only if, it agreed to specific austerity measures, in- 
cluding closing its defined benefit plans to new workers, enrolling 
all employees in a defined contribution plan, plus Social Security. 
The cost savings from the new Social Security enrollment would 
offset a large portion of the costs from the debt subsidy. 

So, in sum, I would say that urgent action at the Federal level 
is required to ensure the Federal taxpayers will not be the ultimate 
underwriters of State debts. The most useful action would be the 
establishment of financial incentives that encourage States not to 
gamble with the money of Federal taxpayers. This is a $3 trillion 
problem, and the question is just simply how that $3 trillion is 
going to be divided up among State taxpayers and Federal tax- 
payers and other claimants. 

Thank you. 

[The prepared statement of Mr. Rauh follows:] 
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Statementof Professor Joshua Rauh 

for the hearing on "The Role of Public Employee Pensions in Contributing to State Insolvency and the 
Possibility of a State Bankruptcy Chapter" 

Before the Subcommittee on Courts, Commercial, and Administrative Law 

Monday, February 14* 2011 at 4:00 p.m. 

2131 Rayburn House Office Building 

General Introduction 

The condition of state and local defined benefit (DB) pension systems and the risks that these 
systems pose for federal taxpayers is a critical aspect of our nation's fiscal challenges. Until recently, the 
notion that state and local finances could pose a systemic threat to our national economy has not been 
at the forefront of public thinking. Almost all state and local governments operate within self-imposed 
legal restrictions against the extent to which they can run deficits and issue debt. These rules are 
designed to prevent politicians from spending money now and leaving the bills to their successors. 

But just as companies have waysof Issuing debt off their balance sheets, state and local 
governments have ways around the balanced-budget rules. The most pervasive means of circumventing 
balanced budget requirements at the state and local level has been to promise public employees 
pensions without setting aside adequate funds to meet the promises. The bill then is left to future 
taxpayers when the employees retire and collect their checks. By that time, the politicians who made 
the promises are long out of office. In some cases, the bills will be so large that the ability of state and 
local governments to operate will be threatened. Some states will likely seek federal assistance. 

The state and local pension crisis in the U.S. reflects the fact that unfunded pension liabilities are 
the largest loophole in balanced budget pledges. When politicians have spent money without raising 
taxes, pensions have proven the perfect borrowing vehicle. The Government Accounting Standards 
Board (GASB) has been complicit in this hidden borrowing by allowing a form of accounting for these 
promises that violates the principles of financial economics. 

This hidden debt will eventually force states and localities to choose among the unpalatable 
options of cutting services, raising taxes, attempting to reduce benefits owed to public employees, 
defaulting on other obligations, or seeking a federal bailout. The best hope for a soft landing for states is 
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to focus on measures that stop the growth of unfunded liabilities, and then attempt to renegotiate the 
most untenable pension obligations within the allowable state legal structures. 

If states perceive implicit federal backing, they may lack the incentives to undertake these 
fundamental reforms. If the federal government is interested in limiting the iiability of federal taxpayers 
to bailouts, it should provide states with those incentives by conditioning the availability of federal 
money on pension reforms that limit off balance sheet borrowing. Urgent action is required to ensure 
that federal taxpayers will not be the ultimate underwriters of state debts. 

Disclosure 

If a government promises deferred compensation in the form of pensions to employees when 
they retire, but does not set aside sufficient funds to honorthose promises, it is effectively borrowing 
from future taxpayers. As a result, the definition of "sufficient funds" is crucial to determining whether 
governments are meeting their responsibilities to pay for today's services today and are properly 
representing the status of their budgets. 

In 1994, GASB issued Ruling 25, which stipulated that public pension liabilities are to be 
discounted at the expected rate of return on pension assets. The ruling codified the approach already 
being used by most public systems. Under GASB state and local governments calculate whether their 
funds are sufficient by discounting their liabilities using an expected return on pension plan assets. This 
expected return is a direct function of the amount of risk taken in the pension fund assets, which are 
invested in a range of securities including stocks, bonds, real estate, private equity, and hedge funds. 

But the fact that the systems are taking risk in order to target these expected returns never enters the 
accounting. The government effectively assumes that the actual return will be identical to the expected 
return, most commonly 8%. The trouble with this methodology is that it ignores the fact that if the 
assets do not return 8%, the taxpayers will have to come up with the difference. 

Consider how this procedure would work if it were used in conjunction with a federal bond 
issue. Suppose the federal government issued $1 trillion of 10-year bonds. Suppose further that it spent 
$525 billion of the proceeds immediately and put the other $475 billion in a fund invested in stocks and 
bonds, which it hopes will grow to repay the debt in 10 years. Any reasonable observer should agree 
that the government now has new debt of $1 trillion and new unfunded liabilities of $525 billion. But 
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under GASB logic, the government could claim that since their expected return on the portfolio is 8%, 
there is actually no unfunded liability.^ 

Consider further ho\w this methodology would work in the realm of personal finance. Imagine 
you personally have a $10,000 repayment of a loan due in 5 years. If you applied for another loan, any 
reasonable lender would ask you to record your other debts on the loan application. Are you allowed to 
assume a return on your stocks and bonds in recording the value of this debt? Of course not. Does the 
amount of debt you report to the bank depend on whether the savings you have is invested in stock or 
bonds? Once again, the answer is obviously not. But under GASB accounting procedures, state and local 
governments can treat the higher returns they hope to achieve as a sure thing. The higher the return the 
government assumes, the lower the pension debt that it reports to the public and to the rating agencies. 

This procedure contrasts sharply with private sector accounting methods, as well as financial 
logic. It ignores the role of risk - the reality that a wide range of investment outcomes are possible - 
and, more specifically, the fact that future taxpayers will have to make up any shortfalls if the fund's 
assets fail to generate the expected 8 percent return. If a taxpayer's personal portfolio underperforms, 
he or she can cut back on their expenditures. But If the government's pension portfolio underperforms, 
the taxpayer will be asked to pay to the government the difference between what the government 
promised to public employees and the resources that are left to meet those obligations. Since most 
households are effectively long the stock market, either through their personal portfolios or through the 
fact that stock market downturns are usually accompanied by layoffs and poorer job opportunities, this 
hit comes when it hurts the most. 

State pension systems typically defend the GASB procedure on the grounds that the historical 
returns realized on their assets over a long period of time have been around 8%. Indeed, over the period 
1926-2010, large cap stocks in the U.S. have returned on average almost 12% annually, so diversified 
portfolios of stocks and bonds have achieved returns of around 8%. But that fact does not allow state 
and local governments to write down the value of their debts by assuming that such returns will be 
earned in the future. 


^ This is since ($475 billion}*(1.08)^° > $1 trillion 
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Indeed, the leading theory for why such returns were earned over this time period is that there 
were potential large downside risks that could have materialized but ultimately did not (see for example 
Cochrane (2001)). Investors are compensated with higher expected returns only in exchange for bearing 
risk. An expected return is just that - a return that is expected but that may or may not be achieved. 
There is no guarantee that an investor will get higher returns over the long run by investing in the stock 
market. 


A well-known property of the returns of any risky assets (and the stocks, real estate, private 
equity, and hedge funds that public pension funds invest in are risky assets) is that they have what is 
called positive skew. What this means is that poor outcomes are more likely than good outcomes, but 
the good outcomes could be very, very good. An implication is that in most instances, the probability of 
achieving the "expected return" is less than 50%. Using parameters that financial economists typically 
use to model the stock market, Robert Novy-Marx of the University of Rochester and I have calculated 
the probabilities of actually achieving the targeted expected return. A portfolio with an "expected 
return" of 8% has only about a 1/3 probability of achieving that return over the next thirty years, and 
has a 50% chance of achieving a return of 6% or lower.^ 

Some states, such as Illinois, have passed their own statues that allow them to operate under a 
regime in which they contribute even less than what the GASB guidelines would stipulate. Indeed, while 
the contributions that emerge from GASB guidelines are often termed Actuarially Required 
Contributions, these contributions are not "required" In any legal sense. A primary example of this fact is 
the state of New Jersey, which in FY 2010 contributed only 5.4% of its "actuarially required contribution" 
to the state's Teachers' Pension and Annuity Fund. 

In practice, the accounting standard being used sets up a false equivalence between pension 
payments, which are extremely likely to have to be made, and the much less certain outcome of a risky 
investment portfolio. In effect, state and local pension accounting treats expected returns on risky 
assets as though they were riskless and certain, and uses that fallacy to calculate the extent of their 
debts to public employees. 

What is the Extent of the Fiscal Problem? 


^ This calculation assumes a market volatility of 0.16. 
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Under their own accounting rules, state and local governments have around $1.3 trillion of 
unfunded pension liabilities. Using valuation methods and accounting practices that are consistent with 
financial economics, Robert Novy-Marx and 1 have calculated that the already-promised part of these 
unfunded liabilities actually amounts to over $3 trillion, more than the approximately $2.6 trillion of 
recognized debt on state and local government balance sheets. Each day that public pension systems 
continue to ignore risk in their pension budgeting, this debt is likely to grow. 

The logic behind our calculation goes back to standard finance theory: financial streams of 
payment should be discounted at a rate that reflects their risk. If a state wanted to pay an investor (say, 
an insurance company) to take over its pension liability, the amount the investor demanded would not 
depend on the state's asset allocation or the expected return on its assets. If a state tells its employees 
that their accrued pension benefits are secure -not subject to risk like stocks - then it should use the 
yields on safe government securities such as Treasury bonds to calculate the pension fund's net position. 
Our calculation uses discount rates from the U.S. Treasury bond market to reflect the risk profile of the 
pension liabilities. 

Our calculation considers only payments that the states have promised employees for years of 
work already done— that is, the payments that give rise to what is called the Accumulated Benefit 
Obligation liability. From the state's point of view, these cash flows are extremely likely to be incurred. 
First, state constitutions in a number of cases provide explicit guarantees that public pension liabilities 
will be met in full (see Brown and Wilcox (2009) for a complete analysis). Second, state employees are a 
powerful constituency, and unless a government is willing to contend with serious labor unrest among 
state and local workers, it seems likely that already-promised benefits based on today's level of service 
and salary will have to be met. Third, if there is any even remote chance that the federal government 
could end up assisting states in paying their debts to public employees, then obviously the federal 
government would want to see how these pensions looked if they were a federal government promise. 

Our calculations do not include any future benefit accruals, no matter how likely they are. In 
most states it would be legal for states to change the benefit formula for future accruals, as many 
companies have done, for example by freezing their pension plans. From the state's point of view, these 
pension obligations that have yet to arise can be trimmed. That said, of the changes that states have 
attempted to undertake, virtually none of them have touched current workers, even with respect to 
their future accruals. Even provisions like the ability to let final salary determine the pension, which can 
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result in "pension spiking" or rotation into high paying jobs for a short period of time to bump up 
pensions, have generally been preserved for existing workers in current reform proposals - it is only 
new hires who cannot avail themselves of these privileges.^ 

To put the number in context, each $1 trillion is Just under $8,500 per U.5. household, so our 
baseline number of $3 trillion is more than $25,000 per American household. ^ Of course, that 
calculation implicitly assumes that these legacy liabilities will be shared equally by all taxpayers. In 
Illinois, for example, the liability per household is close to $40,000. Table 1 shows the state governments 
with the largest unfunded liability expressed as a share of 2009 tax revenues. 


Table 1- States with Largest Unfunded Pension Liabilities, as of June 2009 


Unfunded Liability 


State Name (# of 
plans) 


Liabilities 

Unfunded Liability 

Scaled 

Pension 
Assets (S 
billion) 

Stated 
Basis ($ 
billion) 

Using 
Treasury 
rates ($ 
billion) 

Stated 
Basis (S 
billion) 

Using 
Treasury 
rates (S 
billion) 

Percent 

Percent of Gross 
of Tax State 

Revenue Product 

Ohio (5) 

114.7 

197.5 

281.4 

82.8 

166,8 

632% 

35% 

Colorado (1) 

28.8 

57.3 

86.2 

28.5 

57,4 

596% 

23% 

Illinois (4) 

65.7 

151.0 

233.0 

85.3 

167.3 

525% 

26% 

Oregon (1) 

42.9 

57.5 

80.7 

14.6 

37,8 

519% 

23% 

South Carolina (2) 

20.3 

42.4 

63.5 

22.0 

43,2 

511% 

28% 

Rhode Island (1) 

6.6 

13.9 

20.5 

7.3 

13,9 

503% 

29% 

Alabama (3) 

21.4 

42.0 

61.8 

20.6 

40,4 

445% 

24% 

Mississippi (3) 

15.5 

31.4 

44.2 

15.9 

28.7 

424% 

31% 

New Mexico (2) 

15.9 

28.8 

39.8 

12.9 

23.9 

424% 

30% 

Kentucky (3) 

21.1 

45.2 

63.4 

24.1 

42,3 

420% 

27% 

New Jersey (4) 

67.2 

132.8 

191.2 

65.6 

124,0 

405% 

26% 


Source: Novy-Marx and Rauh (2010). Only states with unfunded liabilities greater than 4 years revenue are shown 
in this table. 

The fact that states cannot freeze pension accruals as easily as companies may argue for 
considering a liability measure broader than the already-promised accumulated benefit in the state 


^ The latest example of the protection of current worker's ability to spike pensions is revealed in the reporting on 
Mayor Michael R. Bloomberg's proposed changes to New York City's pension system; "Mr. Bloomberg would forbid 
all new employees to benefit from a time-honored practice: adding hundreds of hours of overtime at the end of 
their careers to balloon their final year's pay and their pensions" (New York Times, 2 February 2011). Note the use 
of the word "new". 

^ According to the U.S. Census Bureau, the population of the U.S. was 307,006,550 in 2009. As of the last complete 
census in 2000, there were 2.6 persons per household, indicating approximately 118 million U.S. households. 
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pension context. Under the so-called Entry Age Normal method used by most state and local 
governments themselves, implementing Treasury discounting would lead to an unfunded liability of over 
$4 trillion. 

Systemic Risks and Bankruptcy 

Many pension systems are approaching a day of reckoning. Even assuming 8% returns the assets 
of the systems in seven states (notably Illinois and New Jersey) and six big cities would be insufficient to 
pay for today's already-promised benefits past the year 2020. Another 20 states and 24 localities have 
assets insufficient to cover already-promised benefits past 2025. This means that substantial 
contributions to the funds will be needed over the next 15 years to pay for legacy liabilities - that is, 
future contributions will be required to pay for public workers' services performed in the past. 

To address the solvency issue, state and local governments need to make contributions that 
substantially exceed the present value of the new benefits employees are accruing. On average, they are 
falling short of that baseline. Across 116 major systems sponsored by the 50 states, annual contributions 
were $93 billion in 2009, while the present value of their new benefit promises has been around $100 
billion annually in recent years (see Rauh (2010)). For comparison, total annual benefits paid have 
surpassed $150 billion. 

Some state governments are taking steps to address the solvency issue, but many are not. 

Illinois over the past decade has, for example, routinely made pension contributions in the form of 
borrowing, transferring one type of obligation to another. New Jersey has made only a fraction of the 
contributions that the actuarial calculations require. As long as states continue operating under GASB 
rules, in an economic sense they start out behind on funding from the first day their employees earn any 
new benefits. 

If state and local governments end up trying to cover the unfunded portion of pension bills from 
current revenues in the face of depleted pension funds, benefit checks will in most cases consume 20 to 
50 percent of general tax revenues for these entities. And without significant tax increases pension 
payments of this magnitude would make it virtually impossible for state and local governments to 
provide essential services and to service their other debts. 
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Economists Jeffrey Brown of the University of Illinois and David Wilcox of the Federal Reserve 
have documented major legal obstacles to attempts to cut benefits. In seven states (including Illinois, 
New York, Michigan and Louisiana), the states' constitutions stipulate that pension benefits may not be 
diminished or impaired. Thus, any cost-saving measures acknowledged as benefit cuts would likely 
prove impossible. Even in states whose constitutions are not explicit on the subject historical precedent 
and political reality suggest that, in local public-finance crises, already promised pension benefits will be 
honored. The affected retirees are members of unions whose workers provide essential public services 
such as public safety and education. 

In half of the 50 states, local governments can avail themselves of Chapter 9 bankruptcy in the 
restructuring of their debts. While this proceeding has allowed an increasing number of municipalities to 
restructure some of their debts, accrued pension promises have generally been preserved for the 
reasons discussed above. One recent example that Illustrates the de facto seniority of pension benefits 
is Vallejo, California, a city in California undergoing a Chapter 9 bankruptcy. Under current proposals, 
some bondholders or their guarantors are facing the prospect of large losses, while promised pensions 
will remain intact. The bankrupt town of Prichard, Alabama, on the other hand, has cut employee 
pensions, but the town has extremely limited resources so that it is unclear how the pensions would be 
paid even if It were legally mandated. The mayor of San Diego last year rejected the idea of a bankruptcy 
for the city on the grounds that it would not help address the pension debt.® 

The evidence on Chapter 9 bankruptcy at the municipal level suggests that a federal bankruptcy 
proceeding for states would not be a panacea. If the political reality is that public unions will require 
pensions to be paid regardless, then a bankruptcy framework for states does not help the restructuring 
of that type of debt. On the other hand, there are other aspects of labor contracts that could be 
renegotiated in bankruptcy, and the threat point of state bankruptcy could help states reduce some of 
their debts. 

A bankruptcy code for states would also send a signal to municipal markets that the federal 
government has no intention of bailing out states. Of course, there is a bankruptcy code for corporations 
in the United States, and that has not stopped federal bailouts of corporations, so this signal may or may 

■’ "In the end, bankruptcy would cost hundreds of millions of dollars and net nothing in return. And the most 
compelling claim made on its behalf - that it would allow us to shed our pension obligations - is patently false." 
(Jerry Sanders, "Debunking the Bankruptcy Myth," http://www.sandiego.gov/mavor/Ddf/lQQl31 .pdf) . 
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not be credible. The main effect of introducing a bankruptcy code for states would likely be to increase 
pressure from municipal bond markets on states to implement reforms. 

Regulation 

The self-regulation of state and local governments stands in stark contrast to private sector DB 
pension plans, which are regulated at the federal level under the 1974 ERISA legislation and many future 
laws that amended and updated the rules. State and local pensions on the contrary have been outside 
the realm of federal regulation. The Public Employee Pension Transparency Act (H.R. 567), introduced 
on February 9, 2011, seeks to change that, arguing that Congress has the authority to condition the 
continuation of certain specified Federal tax benefits on disclosure by the states of the financial value of 
public pension liabilities using Treasury discount rates. 

If state and local governments had to actually calculate the cost of their benefits using a 
financially sound framework the way the private sector does, the true economic cost of the public 
employee legacy liabilities will be revealed. Governments should be required to disclose the magnitude 
of their unfunded liabilities using discount rates that reflect the fact that pensions constitute a solemn 
promise to pay and that taxpayers backstop the guarantee. 

Ideally, states themselves would use this method of accounting in setting their contribution 
rates. If states want to claim a balanced budget In an economic sense, they should be evaluating the 
cost of the benefits as the financial value of the promises. The trouble with the GASB rules Is that they 
confound the pension debt itself with the state or local government's plan for repaying the debt. 

It would also be useful for states to report the stream of payments they expect to have to make, 
an ingredient they presumably already calculate in the production of their actuarial liabilities. Observers 
can then compare this stream with the pension assets and the resources that states have available in 
order to see what kinds of returns and future tax revenue will be necessary to meet the promises. 

H.R. 567 is a very useful step because it establishes an incentive for states: if they want federal 
subsidies, they may not engage in substantial amounts of off-balance-sheet borrowing through 
improperly valued pension liabilities. The state pension system exposes the financial system to 
substantial risk, and there is a further risk that the federal government would be called on for bailouts. 
Even if there were not an explicit bailout, federal taxpayers would be on the hook for part of the cost 
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because more federal cash would flow automaticallv to hard-hit states under programs ranging from 
unemployment insurance to Medicaid. Moreover, state fiscal problems arising from pension systems 
could have broader, unwanted consequences for the economy as a whole. For example, businesses 
could choose to avoid higher taxes and lower-quality government services by moving abroad, rather 
than to a lower-tax state. 

The exposure of federal taxpayers to state fiscal problems argues for further incentives-based 
approaches by the federal government, particularly if the idea of a state bankruptcy code is not to be 
pursued. A wide range of incentives should be considered, including both carrots and sticks. The key 
idea is that some portion of federal money to states should be contingent on the states and localities 
getting their off-balance-sheet liabilities under control. 

One promising approach in this regard relates to the tax treatment of bonds that could be used 
to fund pensions. Under current law, bonds floated by states for this purpose are fully taxable. As a 
result, such debt is considerably more expensive than municipal bonds qualifying for tax-exempt status 
or the lapsed Build America Bonds program. 

This setup creates potential leverage for Washington to drive a deal with states. In a plan I 
developed with Professor Novy-Marx (Rauh and Novy-Marx (2010)), a state would be allowed to issue 
tax-subsidized bonds for the purpose of pension funding for the next 15 years if (and only if) it agreed to 
specific austerity measures. Specifically, the state would have to close its defined-benefit plans to new 
workers, fund existing defined-benefit plans on an actuarially sound basis using the new borrowing 
facility, and enroll all new employees in a defined contribution plan plus Social Security. The enrollment 
of state and local workers into Social Security would allow the federal government to achieve substantial 
cost savings in that program (see Diamond and Orszag (2005)). Those cost savings would offset a large 
portion of the federal government's costs from the debt subsidy, while also ensuring that the employees 
had the same safety floors on their retirement as all private sector workers do. 

We calculate that the net cost to the federal government of subsidizing pension bonds under 
this program would be $75 billion. That would constitute a bargain relative to the multi-trillion-dollar 
crisis that taxpayers will likely face otherwise. This is just one example of an incentives-based approach 
that would protect federal taxpayers from the pension problems of state governments. 
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Mr. Coble. Thank you, Mr. Rauh. And you heat the red light 

Mr. Rauh. I sure did. 

Mr. Coble [continuing]. Putting pressure your colleagues. 

Mr. Spiotto, good to have you with us. You are recognized for 5 
minutes. 
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TESTIMONY OF JAMES E. SPIOTTO, ESQ., PARTNER, 
CHAPMAN AND CUTLER, LLP, CHICAGO, IL 

Mr. Spiotto. Thank you, Mr. Chairman Cohle. It is my pleasure 
to address you today. 

Obviously, you all, in framing your statement, have clearly out- 
lined the problem that is facing States and even local governments 
with regard to how do you meet all of your debt obligations, all of 
your financial obligations in challenging times, especially economic 
downturn. 

The question posed is, given underfunding of pension obligations 
for State governments, should there be a chapter for a State bank- 
ruptcy? This question sounds like an easy solution to a difficult 
problem, but there are many practical problems to that. And what 
I would like to explore with you today is some of those practical 
problems and concerns that need to be addressed and, I think, in 
considering those, lead to the conclusion that bankruptcy is obvi- 
ously, just like it is for municipalities, the last last resort. And, cer- 
tainly, there are many other options available that should be used 
and can be used to solve the problem. 

First of all, let’s look at Chapter IX. Chapter IX was passed dur- 
ing the depression of the 1930’s. Since 1937, when it was passed, 
only 620 municipalities have used Chapter IX, mainly small special 
tax districts and small municipalities. There have been a few ex- 
ceptions. But, by and large, most municipalities, because of the 
stigma, because of the cloud, because they desire to be able to man- 
age their own affairs, have chosen not to use Chapter IX. 

You need to be authorized by your State to file Chapter IX. There 
are only 15 States that have unconditionally authorized their mu- 
nicipalities to file Chapter IX. So all the other States have either 
put a condition on it or do not authorize, presently, their munici- 
palities to file. 

You may ask yourself, is there the same demand and cry for a 
bankruptcy provision for States that there was during the Depres- 
sion? The answer to that is “no.” At the time that Chapter IX was 
adopted, there were over 4,000 local defaults by municipalities; 
there were over a thousand municipalities desirous of having Chap- 
ter IX adopted. As your opening statements have indicated. States 
and local governments are not asking for this at this time, and for 
good reason. 

One of the questions raised is, what about the dual sovereignty 
of the Federal Government and the States? And does this really 
interfere with the ability of States to deal with their sovereign 
issues? 

I think the simple fact is, and as we saw from the development 
of Chapter IX, any type of bankruptcy application to the States will 
cause various constitutional problems, which will need to be ad- 
dressed and are not easily done. If you will recall, back in 1934, 
when they passed the first version for municipal bankruptcy, it 
took Congress and a few Supreme Court decisions to, by 1937, have 
something that passed the muster of constitutional scrutiny. 

The Bivens case and the Ashton case by the Supreme Court out- 
lined that a Federal judge of a dual sovereign, the Federal Govern- 
ment, cannot interfere with the revenues, with the property, with 
the government, with the affairs of a municipality. That munici- 
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pality is a subsovereign of the State. When you take it on the State 
level, and given our constitutional background and the 10th 
Amendment and Supreme Court decisions, it will be very difficult 
to have a Federal judge be able to navigate those waters. And that 
difficulty will cost time, money, and effort and an inability to really 
address the problems. 

So, on the constitutional basis, it seems that it would he very dif- 
ficult to really solve that problem. Chapter IX, in the passage of 
that, outlines in the Bivens and the Ashton case those problems. 

Are there solutions? Yes. States have for a long history solved 
their problems. Their general obligations have been paid since the 
1800’s. They have done almost anything to make sure they dealt 
with their problem. Yes, we have an economic downturn, hut that 
does not mean that they will not be able to address it. 

Are there solutions? We have, in the materials, talked about a 
public pension authority that might be established by the State to 
deal with these issues. We have talked about possibly a Federal 
independent court to deal issues that relate to unaffordable and 
sustainable obligations. There are also the ability to possibly facili- 
tate with issuing bonds. 

While there are many different ways of solving it, it really is the 
States and their proud history of meeting their obligations that has 
to be recognized. They may have difficult times. They have weath- 
ered through it in the past. And they clearly have done it through 
the Depression without any need of bankruptcy or additional help. 
And I think, with a little foresight and a little work on their part, 
they will come up, as they have in the past, with solutions that will 
address the problem. 

Thank you. 

[The prepared statement of Mr. Spiotto follows:] 
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Thank you for the opportunity to discuss with you the legal and practical concerns 
presented by the adoption of banlmiptcy legislation for the States as a tool for dealing with 
underfunded State pensions. I am speaking to you from the perspective of someone who has 
represented clients in connection with financially-challenged situations related to State and local 
government debt financings, has studied and been involved with municipal bankruptcy for many 
years and is familiar with the limitations of Chapter 9. Obviously, the analogies are compelling, 

A State Bankruptcy Option Would Create Pr^acttcal Problems ^vnd Face Legal 

CttALLENGES 

As States continue to grapple with the issue of burdensome underfunding of public 
employee pensions, some have recommended the amendment of the existing U.S. Bankruptcy 
Code, 11 U.S.C. Section 101 et seq., to add a Chapter permitting the adjustment of debts of a 
State. Tt is respectfully submitted that, while the creation of a vehicle for State bankruptcy may 
initially appear as an attractive solution to a difficult problem, upon careful consideration, its 
problems outweigh its benefits. In fact, it appears that State bankruptcy is a less desirable 
alternative than others that may be available to States. Both practical and constitutional 
considerations mandate the rejection of a State bankruptcy option in favor of other more surgical 
approaches to any pension underfunding problem. Further, there is a long, positive history of 
States meeting their financial obligations to debtholders that would necessarily be affected by the 
enactment of State bankruptcy legislation. A State bankruptcy risk could, obviously, increase 
borrowing costs to States and limit easy access to the capital markets at a time when a source of 
funding is needed. Before legislating a dramatic departure from the sound practices that have 
characterized States’ treatment of creditors in the past, alternative solutions must be explored. 
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The Mtjmcipal Bamcruptcy Experience 

As you may be aware, of the 620 municipal bankruptcies filed in the United States since 
the adoption of the authorizing legislation in 1937, few debtors have been major municipalities. 
Orange County, California in 1994 and Bridgeport, Connecticut in 1991 are recent notable 
exceptions. For the most part, the 620 Chapter 9 filings have been small municipalities or 
special tax districts or utilities. Further, in the pending municipal bankruptcy of Vallejo, 
California, which was filed in 2008, disputes with municipal unions over pensions and benefits 
have bogged down the proceeding and await final resolution in a continued plan. It is safe to say 
that the availability of a bankruptcy option has not proven to be a “quick fix” to municipalities 
and is unlikely to be a panacea for States.' 

Lack op Sta'I'h Demand for Bankruficy Vkhici.k Undhrstandabi.h 
It is interesting to note that the impetus for a State bankruptcy mechanism has not, as a 
general rule, come from the States themselves." This reluctance by States to embrace State 
bankruptcy as the solution to the pension difficulty is undoubtedly a recognition that the 
existence or even discussion of State bankruptcy risk could quickly raise concerns in the capital 
markets. Up until now, the threat of a State not honoring in full its general obligation bonds but 
instead “readjusting them” through a bankruptcy was not considered a possibility. Indeed, 
currently, the inability of a State to institute a bankruptcy proceeding is an important part of the 
calculus upon which the cost of State financings are based. The existence of a State bankruptcy 
option could cause a cloud or stigma on State access to the financial markets and increase 
borrowing costs far beyond any possible benefit the remedy might create for States, hi addition, 
the States likely recognize a bankruptcy would affect all the States’ relationships with creditors. 
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including many that are working well and should not be modified. There is an understandable 
leeriness to jump into the unchartered waters of State bankruptcy when the cause of financial 
difficulty can be traced to several discreet problems that can be dealt with separately. 

Historically, States have been perceived as solid credits, although admittedly some States 
have been viewed as stronger credits than others. Importantly, though, no State has defaulted in 
the payment of its general obligation bonds (as opposed to conduit debt where the State is not the 
actual obligor) since the late 1800s and the repudiation of the debt incuired after the Civil War. 
A notable exception was Arkansas in 1933, which defaulted on its general obligation bonds but 
later refunded the debt thus ameliorating the default. States have weathered financial storms, 
including the Great Depression, without access to a bankruptcy vehicle. Instead, expenditures 
have been cut, taxes have been increased and additional sources of revenue have been explored. 
This history of States meeting their financial obligations has permitted States to play an 
important role in the development and financing of this Country’s infrastructure that our citizens 
rely upon and our industries depend on. Before unfunded pension liabilities bring a State to its 
knees in a bankruptcy forum, there are other more creative and, ultimately, more appropriate 
methods of dealing with the resolution of promises made to States employees that may not 
realistically be able to be fulfilled.'" 

Principles of Federalism and Dual Sovereignty Preclude any Bankruptcy Proceeding 
Without a State’s Conskn i 

The enactment of a bankruptcy vehicle for States would face a number of legal 
impediments. As a threshold matter, the dual sovereignty of the Federal Government and the 
States precludes the Federal Government from imposing a mandatory bankruptcy procedure on 



60 


the States. Dual sovereignty is a defining feature of our Nation's constitutional blueprint. 
States, upon ratification of the Constitution, did not consent to become mere appendages of the 
Federal Government. Rather, they entered the Union '‘with their sovereignty intact.”^ As noted 
in the decision of Federal MarUime Commission v. South Carolina State Ports Authority, 535 
U.S. 743, 152 L. Ed. 2d 962, 122 S. Ct. 1864 (2002) {‘Federal Maritime Commission’'), the 
U S. Supreme Court, has applied a presumption - first explicitly stated in Hans v. Louisiana, 
134 U.S. 1, 33 L. Ed. 842, 10 S. Ct. 504 (1890) -- that the Constitution was not intended to “raise 
up” any proceedings against the States that were “anomalous and unheard of when the 
Constitution was adopted.”"^' In holding that the doctrine of sovereign immunity barred the 
Federal Maritime Commission from adjudicating a complaint against a State agency that had not 
consented to be subject to the proceeding, the Court held that it attributed great significance to 
the fact that States were not subject to private suits in administrative adjudication at the time of 
the founding of our Nation. Accordingly, the initial hurdle a State bankruptcy statute would 
face is a challenge that it fails to afford the States the dignity and respect due sovereign entities. 
As there was no State bankruptcy procedure in effect at the time of the Nation’s beginning, no 
such process should be “raised up” in the form of Federal legislation to be imposed upon the 
States at this time. In short, the State as dual sovereign can decide when to pay, what to pay and 
whether to pay and those decisions by a State cannot be changed by the Federal Government 
without the State’s consent. 
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The Lessons Learned From Constitueionae Ciiaeeenges to Municipae Bankruptcy 

Provisions 

The Tenth Amendment to the Constitution explicitly articulates the Constitution’s 
principle of Federalism by providing that powers not granted to the Federal Government nor 
prohibited to the States by the Constitution of the United States are reserved to the States 
respectively or to the people. Accordingly, while Article 1, Section 8 of the Constitution gives 
Congress the power to “establish uniform laws on the subject of bankruptcies throughout the 
United States,” that power may not interfere with the power reserved to the States by the Tenth 
Amendment. While there may be precedent for the Federal preemption of bankruptcy law for 
corporations and individuals, there was, at our Nation’s founding, no precedent for a dual 
sovereign passing a law regulating the bankruptcy of the other. This remains the case today. The 
earliest iterations of statutes providing for municipal debt adjustment (Chapter IX) not 
unexpectedly resulted in a review of the constitutionality of municipal bankruptcy by the U.S. 
Supreme Court. As municipalities are instrumentalities of the State or sub -sovereigns, the 
principles derived from those early decisions with respect to Federalism and the ability of 
Congress to legislate in the sphere of the States are applicable to the subject at hand. 

As you know, the current version of Chapter 9 of the Bankruptcy Code attempts to 
embrace the concept of sovereignty of States and the limitations imposed by the Tenth 
Amendment. Section 903 of the Bankruptcy Code specifically reserves a State’s power to 
control municipalities.'^'" In addition, § 904 of the Bankruptcy Code specifically limits the 
jurisdiction and powers of the Court over the municipality."' As a result, the power of a 
Bankruptcy Court presiding over a Chapter 9 case is quite limited and cannot interfere with the 
revenue or government and affairs of the municipality. The jurisdiction of the Bankruptcy Court 
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over the municipality flows from the specific authorization of the State in question to allow the 
municipality to file. Most States have chosen not to specifically authorize their municipalities to 
file. In fact, only fifteen States have unconditionally authorized municipalities to file Chapter 9 
petitions.’^ 

Earlier versions of municipal bankruptcy legislation attempted to deal with these concepts 
as well. Prior to 1934, Federal bankruptcy legislation did not provide a mechanism for municipal 
bankruptcy, insolvency, or debt adjustment.’^' During the period 1929 through 1937, there were 
4,700 defaults by governmental bodies in the payment of their obligations.’^" In 1934, the House 
and Senate Judiciary Committees estimated that there were over 1,000 municipalities in default 
on their bonds ’^'" That was obviously a different stage of financial distress than presently exists 
today with no State in default of any its general obligation bonds. 

Until World War II, units of local government were very heavily dependent upon property 
tax. During the Depression, there was widespread nonpayment of such taxes. Bondholders 
brought suits for accountings, secured judgments and obtained writs of mandamus for levies of 
further taxes. The first municipal debt provisions of the Bankruptcy Act of 1898 as amended 
from time to time (hereinafter the '‘Bankruptcy Act") were enacted as emergency legislation for 
the relief of such municipalities. The municipal tax provisions became effective on May 24, 
1934 XIV These provisions were to be operative for a two-year period from that date, but this 
period was later extended to lanuary 1, 1940. ’''' 

The municipal debt adjustment provisions of the Bankruptcy Act enacted in 1934 
reflected an attempt to protect municipalities from debilitating disputes with creditors. The 
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1934 legislation provided a procedure whereby a local governmental unit, if it could obtain 
acceptances from two-thirds of its creditors, could have a plan of readjustment enforced by the 
Federal courts. The 1934 legislation contained language similar to the policy expressed in the 
current § 904: 


The Judge . . . shall not by any order or decree, in the proceeding or 
otherwise, interfere with (a) any of the political or governmental 
powers of the taxing district or (b) any of the property or revenues 
of the taxing district necessary in the opinion of the Judge for 
essential governmental purposes or (c) any income producing 
property, unless the plan of adjustment so provides. 

Nevertheless, the Supreme Court determined that, under the 1934 legislation, the court, 
and to some extent, the creditors through the court, had certain control over the municipality’s 
revenues and governmental affairs. In 1936, the Supreme Court of the United States held, in the 
case of Ashton v. ('ameron County Water Improvement Dist., No. that the 1934 municipal 
bankruptcy legislation was unconstitutional because it infringed upon the sovereign powers of the 
States and potentially permitted too much control by a Federal court and by Federal legislation 
over municipalities, sub-sovereigns of the sovereign States. 

In 1937, new legislation was passed attempting to cure the defects outlined by the Court 
in Ashton and to protect municipalities from the injurious protracted litigation that some were 
enduring. The 1937 municipal bankruptcy legislation, enacted in response to the Ashton 
decision, required: 

(1) no interference with the fiscal or governmental affairs of political 

subdivisions; 
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(2) a restriction on the protection of bankruptcy to the taxing agency itself; 

(3) no involuntary proceedings; 

(4) no judicial control or jurisdiction over property and those revenues of the 
petitioning agency necessary for essential governmental purposes; and 

(5) no impairment of contractual obligations by the States. 

This legislation was upheld by the Supreme Court in United States i-’. Bekins^'t'^' where the 
Supreme Court noted that the statute was carefully drawn so as not to impinge upon the 
sovereignty of the States. Like the 1934 legislation, language similar to the § 904 concept was 
included, although references to “the opinion of the Judge” were deleted. 

Chapter IX then, while part of the Bankruptcy Act, provided a forum in which a 
municipality could voluntarily seek an adjustment of indebtedness if authorized by the State to 
file. A Chapter IX proceeding was not a proceeding to adjudge the city a bankrupt. The court’s 
jurisdiction did not extend to declaring the city bankrupt or to administering its affairs as a 
bankrupt. The court was limited to approving as a matter of law or carrying out a proposed plan 
for reorganization of a municipality’ s debt.-’^'-’^ 

This birth of municipal debt adjustment must be considered in analyzing possible State 
bankruptcy legislation. The principles enumerated in Ashton and the 1937 legislation are 
important in understanding the role of a Bankruptcy Court in a Chapter 9 proceeding today. 
The Court cannot constitutionally interfere with the revenue, politics, or day-to-day operations of 
the municipality. The Bankruptcy Court cannot replace, by its rulings or appointments, the City 

-S- 
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Council or any other elected or appointed official. The limited, but vital, role of the Bankruptcy 
Court is to supervise the effective and appropriate adjustment of municipal debt in accordance 
with applicable law. (Obviously, the special limitations on the power of the bankruptcy court in 
a Chapter 9 case would not be applicable if the city consented to the stay or order of the court 
which affected its political or governmental powers. Historically, Chapter IX and its 
successor Chapter 9 were intended to facilitate rather than mandate voluntary municipal debt 
adjustment, not municipal debt elimination. 

The constitutional challenges to Chapter 9 and the resulting Court solicitude for the 
sovereignty of the States are significant when assessing any attempt to impose Federal 
bankruptcy legislation on the States. Requiring the applicability of State bankruptcy without the 
consent of the State would run afoul of the Tenth Amendment to the Constitution articulated by 
the Bekiris court. Conversely, a strictly voluntary procedure by which the State consents to a 
restructuring process is always available to the State as a sovereign and requires no Federal 
legislation to make it happen. 

The U.S. Constitution Does Not Preclude the States Themselves from Solving Their 

Pension Problems 

States may pursue changes to pension contracts that are not sustainable and affordable 
and impair the State’s ability to provide essential governmental services. Some have suggested 
that States are powerless on their own to remedy any unfunded pension issues because the U.S. 
Constitution forbids States from impairing the obligations of contract.’^’^'* In fact, the U.S. 
Supreme Court has held that an impairment to a contract may be upheld where reasonable and 
necessary to serve an important public purpose. In U.S. Tni.st Company v. Aen' Jersey, the 
impaired obligation was a statutory covenant between New York and New Jersey addressing 
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revenues and reserves pledged as security for bonds related to the Port Authority.’^’^"' A New 
Jersey statute repealed the covenantA’^'' The Court concluded that New Jersey’s action was a 
contractual impairment and violated the Contract Clause of the U S. Constitution in the absence 
of showing that the impairment was necessary and reasonable to serve an important public 
purpose. 

Courts employ a four-part inquiry under the Contract Clause. First, a contractual 
obligation must be involved. Secondly, the legislation must impair that obligation. Next, the 
impairment must be substantial. Finally, in order to be valid, the impairment must be 
“reasonable and necessary to serve an important public purpose.’’’^’^^'" “An impairment rises to 
the level of substantial when it abridges a right which fundamentally induced the parties to 
contract initially or when it abridges legitimate expectations which the parties reasonably and 
heavily relied upon in contracting. 

Determining that there is an impairment does not end the inquiry. As the Supreme Court 
in U.S. JJ'M.st noted: 

The Contract Clause is not an absolute bar to subsequent 
modification of a state’s own financial obligations. As with laws 
impairing the obligations of private contracts, an impairment may 
be constitutional if it is reasonable and necessary to serve an 
important public purpose. 

In Faitoute Iron & Steel Co. v. City of Ashury Park, 316 U.S. 502 (1942), the court 
sustained the alteration of a municipal bond contract. In Faitoute, the New Jersey Municipal 
Finance Act provided that a state agency could place a bankrupt local government into 
receivership. Under the law, similar to a Plan of Adjustment for a Chapter 9 municipal 
bankruptcy action, the interested parties could devise a plan that would be binding on 
nonconsenting creditors if a state court decided that the municipality could not otherwise pay its 
creditors and the plan was in the best interest of all creditors. After certain bondholders 
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dissented, the court determined that the plan helped the city meet its obligations more effectively, 
“The necessity compelled by unexpected financial conditions to modify an original arrangement 
for discharging a city’s debt is implied in every such obligation for the very reason that thereby 
the obligation is discharged, not impaired. The court then found that the plan protected 
creditors and was not in violation of the Contract Clause. 

Similarly, if a State were able to demonstrate that it was in the impossible situation of 
choosing between providing essential governmental services and paying pensions and that it 
could not raise taxes further to fulfill both obligations, a court could find that legislation dealing 
with and adjusting the pension contracts is valid under the U S. Contract Clause.’^’'’'*" This 
Contract Clause analysis is significant since it refutes the argument that Federal State bankruptcy 
legislation must be enacted because the States themselves cannot act to deal with pensions. 
Obviously, we are not suggesting that a State can reduce its financial obligations whenever it 
wishes. There is a difference between inability to pay and an unwillingness to pay. Any 
modification of pension benefits must be tied to being fair to the workers. Benefits can be 
adjusted to the extent the labor costs or pension obligations prevent the providing of essential 
governmental services where no further tax increase is possible. Accordingly, under the right set 
of facts, where the record demonstrates that the State cannot in good faith marshal any additional 
revenues or cut any State services without impairing the public welfare, the Contract Clause 
should not bar State action. 

Possible Remedies for Financiaeey Troudeed States 

As noted, the Tenth Amendment to the U S. Constitution, which is part of the Bill of 
Rights, reflects the sovereign nature of the States and the Constitution’s principle of Federalism 
by providing that powers not granted to the Federal Government nor prohibited to the States by 
the U S. Constitution are reserved to the States or to the people. Accordingly, Congress cannot 
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legislate to impose an involuntary debt restructuring procedure on the States, A State is not a 
municipality within the statutory definition, and hence cannot be a debtor under Chapter 9 of the 
Bankruptcy Code. However, that does not mean there are not alternatives available to the States 
to deal with pension issues. 


State Pension Authority 

The States themselves can create authorities established to (1) examine the State’s 
pension obligations and the resources available to meet them and (2) if necessary, adjust the 
pension obligations to an affordable level in the light of other requirements of government. The 
Civic Federation of Chicago has proposed the creation of an Illinois Municipal Pension 
Protection Authority {“IMPPA”) for municipalities to assist units of local government in 
providing a supervised forum for the determination of what post-employment benefits are 
affordable and sustainable and should be paid annually, based on the actuarially-required 
contributions, what cost cutting measures are necessary to achieve affordable and sustainable 
benefits that do not interfere with the provision of essential governmental services and what 
contribution increases by both public employers and employees are necessary. A similar 
authority structure could be devised by and for the individual States where this same type of 
analysis could take place. Since each State would draft its own unique legislation on a voluntary 
basis, the sovereign nature of the State would be respected. The pension authority would be a 
quasi judicial body like a special court with specialized expertise and independence. It would 
only adjudicate labor costs or benefits on an objective, independent basis considering whether 
those costs were sustainable and affordable and did not interfere with the State providing 
essential governmental services. The interference with the provision of essential governmental 


- 12 - 



69 


services would create a governmental emergency. Part of the determination would be through 
the use of uniform standards for calculating pension liabilities (“Uniform Prolocol for 
Calculation"). The use of Uniform Protocol for Calculation might prevent a possible criticism 
that there could be confusion caused by the possibility of fifty separate criteria for dealing with 
pension problems. Lack of Uniform Protocol for Calculation could result in confusion of the 
securities markets and make analysis of the soundness of state indebtedness difficult. 

So vuREioN Debt Resolu tion Mechanism 

Unifonn mechanisms for States, like other sovereigns, to utilize in the event of financial 
distress could also be considered.’^’^’^"' On the global stage, for example, both Greece and 
Ireland have received emergency funds from the European Financial Stability Facility established 
by the European Union applying similar principles.’^™'' 

A sovereign debt resolution mechanism (“SDRM") could be explored which could apply 
to the States in the United States. While a number of structures can be utilized, there are several 
leading approaches to a SDRM. On the most basic level, provision can be made for an entity to 
house a composition of creditors. In other words, a legal forum would be provided for creditors 
to meet to reach consensus, on a voluntary basis, as to what can be paid, to whom and what 
should be forgiven and provide a mediation forum for such a result. 

Future debt financing also can include a “collective action clause,” which is meeting with 
increased approval in European debt financings. The collective action clause would be included 
in the governing documents of a financing, whereby a majority or super majority of parties (debt 
holders) to that contract have the power to bind all holders to a debt restructuring and, if need be, 
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forgiveness of debt. This type of provision is not currently acceptable in the U.S. capital markets 
where the requirement traditionally has been that all holders must consent to the modification of 
principal or interest on debt outside of a bankruptcy proceeding.’'’'’^''! 

Another SDRM approach can be the mandatory inclusion of arbitration clauses in State 
contracts. One shortcoming is that arbitration does not have the transparency and creditor 
participation that sophisticated institutions in the United States may require. Arbitration in 
commercial agreements is often avoided by major institutions, and the same could be true of 
sovereign debt agreements. 

In international finance, informal groups of creditors have gathered together to study 
ways of assisting troubled sovereigns dealing with unsustainable debt. These groups could serve 
as models for a SDRM. The Paris Club meets periodically in France and is attended by 
representatives of the world’s wealthiest nations, including the United States. The Paris Club 
considers, on a confidential basis, requests from beleaguered countries, especially those whose 
debt stems from military conflict or dictatorship. The Paris Club structures a suggested debt 
rescheduling or debt cancellation as an alternative to default. The decisions are not legally 
binding but frequently honored. The London Club, composed primarily of major commercial 
banks, meets on an ad hoc basis on request. It shares the goal of the Paris Club of reduced 
payments rather than defaults. Thus, the London Club Is an informal group of private creditors 
as compared to the Paris Club of public lenders. 

Finally, a dispute resolution forum could be created as a SDRM to verify and reconcile 
claims and possibly act as a sovereign debt restructuring court or sovereign debt tribunal, 
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characterized by independence, expertise, neutrality and predictability. Dispute resolution 
procedures would include an attempt to reach the agreement of the parties. Any restructuring 
plan would have the vote of the majority of creditors and the ultimate hammer of a sovereign 
debt tribunal deciding what the path would be if a restructuring plan cannot be approved. 

Independent Federal Commission 

As another alternative to State bankruptcy, Congress could establish an independent 
commission — the State Public Pension Funding Commission - before which States may 
voluntarily bring an action to restructure their pension obligations. This Commission, much like 
courts established under Article I of the U.S. Constitution, would be created pursuant to the 
bankruptcy clause to hear cases brought by financially-challenged States. To protect the 
sovereignty of the States, only a State could bring an action before the Commission. 

To bring an action before the Commission, a State would be required to establish that it is 
incapable of paying its debts as they mature and provide essential governmental services (a 
governmental emergency) without relief. The authorizing legislation would set forth certain 
enumerated factors establishing a governmental emergency (which is the functional equivalent of 
insolvency for a government) that the State would use as a framework to present its case. A 
guide to consider in establishing the enumerated factors would be those factors set forth by the 
State of Pennsylvania in establishing the insolvency of a municipality under Act 47, the 
Financially Disiress Municipaliiies Act, or other similar laws adopted by several States to 
rehabilitate financially troubled municipalities.^’^^''" 

Once a State brings an action before the Commission, the Commission first will consider 
the threshold issue of the governmental emergency. Evidence could be submitted by the State, a 
representative designated by those currently receiving pension benefits, and a representative 
designated by its employees eligible for pension benefits. If the Commission determines that the 
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State is not suffering a governmental emergency and can afford and sustain payment of labor 
costs and pension obligations without impairing essential governmental services, it would issue a 
final, appealable decision dismissing the action. Were the Commission to detennine that, based 
on the evidence before it, the State met the definition of governmental emergency, the action 
would proceed. This is a necessary step because, as discussed, under the Contract Clause of the 
U.S. Constitution, as interpreted by the U.S. Supreme Court, a State may only impair its 
contractual obligations where the impainnent is necessary and reasonable to serve an important 
public purpose. 

On a finding of governmental emergency, the Commission could then determine after 
hearing from the State and the designated representative of the workers what is a sustainable and 
affordable labor cost and pension benefit achievable without impairing essential governmental 
services. The Commission could then issue an order restructuring the State’s pension benefits 
and other post-employment benefits to a level that would allow the State to continue to provide 
essential State services while making manageable payments to its pension fund. The 
Commission could restructure present and future promised benefits to current employees and 
retirees. The decision of the Commission would be appealable by the State, the designated 
representative of its current pension recipients or the representative of current, pension-eligible 
employees. 

The Commission’s decision would be appealable to a court established under Article III 
of the U.S. Constitution, such as the U.S. Court of Appeals for the Federal Circuit. The appellate 
court would review the Authority’s decision and either enforce the decision or set it aside based 
on whether the decision was in accordance with law and supported by the evidence on the record. 
This is a necessary step because the members of the Authority, although appointed by the 
President and confimied by the Senate, would not have the life tenure enjoyed by Article 111 


- 16 - 



73 


judges. Because of the specialized nature of pension obligations and the importance of 
individuals with independence and expertise in the area reviewing the States’ obligations, the 
Authority would consist of 5 members, appointed for 14 year terms. Limited terms would allow 
for the turn-over necessary to allow fresh perspectives in balancing the interest of the States and 
current and prospective State pension recipients. 

Once the Commission has issued its final decision and appeals have been exhausted, the 
State would be required to implement a plan to meet the terms of the Commission’s decision. It 
would be intended that the plan would require annual payments of the actuarially-required 
contribution {“ARC”) for the benefits so ordered by the Commission. If the State fails to take 
the necessary actions as required by the Commission’s order, the Commission would maintain 
jurisdiction to issue further orders with respect to the enforcement of its decision. For instance, 
the underlying legislation should provide the Commission with the authority to withhold future 
federally designated funds to the State if the State fails to tender amounts it was ordered to pay to 
its pension benefits fund. Other enforcement mechanisms not encroaching on the State’s 
sovereignty would also be advisable. 

Although in an ideal world such a Commission would not be necessary, the Commission 
strikes a balance between a free-for-all bankruptcy proceeding, the rights of those currently 
receiving pensions, the rights of States employees, and the rights of the residents of the States to 
receive essential services. 

Accompanying Financial Assistance 

The legislation creating the Commission could also be accompanied by or could 
separately provide provisions whereby the Federal Government would back tax exempt bonds 
issued to restructure pension obligations at the lowest interest rate available for the financing in 
order to accomplish a real fix to the problem. Sometimes bridge financing is necessary to fix the 
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problem rather than to defer a resolution for lack of funding. It would be the intent that the 
State’s plan would be a solution and not a band-aid so workers, retirees, taxpayers and the State 
are assured the problem would not resurrect itself again. When the State’s pension problem has 
been dealt with as a real fix, this provision of financing or financial assistance by the Federal 
Government could be deemed reasonable. 

Conclusion 

State debt financing in the United States has a proud and successful history. With the 
exception of the default by Arkansas on highway bonds in 1933, which were quickly refinanced, 
States have not defaulted on their general obligations since the 1800s. In that era, thirteen States 
repudiated indebtedness that represented, for the most part, unacceptable overspending of a 
carpetbagger era after the Civil War. This historical fact is no accident. State governments have 
relied heavily on cheap financing for funding to bridge uneven tax revenues and to provide 
needed infrastructure and essential governmental services.™™" Having that financing 
available and inexpensive has allowed State governments to chart their own destiny and develop 
infrastructure and essential services to suit their tastes and circumstances. However, individuals 
and market participants are now questioning whether this historic pattern will continue. The 
reaffirmation of the historical precedent of paying their obligations is essential for State 
governments if they are to weather the current storms as well as those that are on the horizon. 
Similar question and debate as to the dependability of municipal debt existed in the 1930s during 
the Great Depression and the annihilating lawsuits that municipalities faced for delayed or failed 
payments due to insufficient tax revenues.’‘’‘’^"‘ That situation brought about Chapter 9, not as a 
universal remedy, but as a last resort when all else failed. 
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States have done almost anything to meet their payment obligations and avoid default and 
repudiation of their obligations. States have not defaulted on their general obligation bonds 
compared to the over 4,000 defaults in municipal bonds during the Depression that led to the 
implementation of Chapter 9 of the Bankruptcy Code. Certainly part of the reason has been the 
need for access to the market and the inexpensive financing. But another motivation has been 
that, in meeting these obligations, the State is assured that its citizens will continue to receive 
essential services and there will be steady progress. 

The current crises of unfunded pension liabilities, aging infrastructure, increased costs of 
health, education and safety needs must lead to new, creative ways for States to meet their 
obligations of providing essential and improving services for a better tomorrow. A less creative 
and somewhat simplistic approach would be the creation of a bankruptcy court for the States to 
alleviate the current financial distress. Bankruptcy courts and tribunals do not provide bridge 
financing or interim provision of essential services. Bankruptcy affects virtually all constituents, 
taxpayers, government workers, suppliers, essential services and is an expensive, time- 
consuming, disruptive process that only can be used when there is no feasible alternative - the 
last resort. As 1 have indicated, better options need to be considered and put in place before the 
situation deteriorates. Perhaps the States can consider public pension authorities or similar 
vehicles if there really is a need to address these issues. As discussed, on the Federal level, the 
use of a Commission could also be explored. A resolution of the pension problem is conceivably 
possible at the State level if there is a preliminary determination of a governmental emergency. 
The use of pension restructuring bonds as part of a permanent fix to the pension problem would 
be appropriate. 
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Our future in part depends on our capacity, not to take the easy path, but to address the 
real problems directly while not destroying that which has worked and is working. Perhaps the 
next generation of sovereign debt resolution mechanisms will be tied to increased legislative use 
of oversight, assistance and refinancing authorities that can transfer certain burdensome services 
to other entities, provide bridge financing and, if needed, identify appropriate new tax sources 
and coordinate on a regional or state level to ensure the problem is solved and not transferred to 
another. The new mechanism should not be an approach that affects all constituents, including 
those who are not part of the problem. Rather, the mechanism should be focused to deal 
surgically with the problem in a discreet method that does not adversely affect that which works. 
This will lead to a new, effective mechanism that is less expensive, less intrusive and more 
focused on precisely what is broken. 
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Endnotes 


' In fact, not all fifty States permit their municipalities to file for Chapter 9. Only fifteen 
States specifically authorize municipal bankruptcies. See: 

Ala. Code 1975 § 11-81-3 

Ariz. Rev. Seat. Ann. ij 35-603 

Ark. Code Ann. § 14-74-103 

Cal. Gov’t Code § 53760 

IDAHO Code Ann. § 67-3903 

Ky. Rev. Slat Ann. § 66.400 

Minn. Stat. Ann. § 471.831 

Mo. Ann. Seat. §427.100 

Mone. Code Ann. §§ 7-7-132 and 85-7-2041 

Ned. Rev. St. § 13-402 

N.Y. Locae Finance Law § 85.80 

Okla. Seat. Ann. tit. 62 §§ 281, 283 

S.C. Code Ann. § 6-1-10 

Tex. Loc. Gov’t Code § 140.001 

Wash. Rev. Code § 39.64.040 

See page 14 of the Background Material for a summary of the State approaches which have been 
taken with respect to authorizing Chapter 9 filings. Fifteen States specifically authorize 
municipal bankruptcies. Nine States conditionally authorize municipal bankruptcies. Three 
States grant municipalities limited authorization, two States prohibit filing but one has an 
exception and twenty-one remaining States are either unclear or do not have specific 
authorization to file. 

“ The leadership of the National Conference of State Legislatures and the National 
Governors Association have stated in a joint letter that they “do not support” Federal legislation 
permitting States to seek bankruptcy protection. The letter is available at 
http://www.ncsl.org/default.aspx?Tabld=22155. 

Ill For a more extensive discussion of these topics, please see the presentation by the author 
“Unfunded Pension Obligations: Is Chapter 9 the Ultimate Remedy? Is there a Better 
Resolution Mechanism?” and “Historical and Legal Strengths of State and Local Government 
Debt Financing,” both of which are available atwww.chapman.com/publications.php. 

lY See Gregory \t Ashcroft, 501 U.S. 452, 457, 1 15 L. Ed. 2d 410, 1 1 1 S. Ct. 2395 (1991). 

V See Blatchfordv. Native Village ofNoatak, 501 U.S. 775, 779, 1 15 L. Ed. 686, 1 11 S. Ct. 

2578 (1991). 

vi i/am, 134U.S. at 18. 
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vii Federal Maritime Commission, 535 US. at 755. 

v»i “This Chapter does not limit or impair the power of a State to control, by legislation or 
otherwise, a municipality of or in such State in the exercise of the political or governmental 
powers of such municipality, including expenditures for such exercise ...” 11 U.S.C. § 903. 

“Notwithstanding any power of the court, unless the debtor consents or the plan so 
provides, the court may not, by any stay, order, or decree, in the case or otherwise, interfere 
with - (1) any of the political or governmental powers of the debtor; (2) any of the property or 
revenues of the debtor; or (3) the debtor’s use or enjoyment of any income producing property.” 
11 U.S.C. § 904. 

^ See States listed in Note 1. 

See The Bankruptcy Act of 1800, 2 Stat. 19 (1800); The Bankruptcy Act of 1841, 5 Stat. 
440 (1841); The Bankruptcy Act of 1867, 14 Stat. 517 (1867); The Bankruptcy Act of 1898, 30 
Stat. 544 (1898). That is not to say that there were no defaults in government obligations in the 
nineteenth century. Indeed, the 1842 default by the State of Pennsylvania on its bonded debt 
inspired William Wordsworth to pen the sonnet “To the Pennsylvanians” in which he spoke of 
“won confidence, now ruthlessly betrayed.” It was the defaults of local utility districts and 
municipalities in the 1800s that tarnished the integrity of the “new frontier’s” obligations. 
George Peabody, an eminent financier, sought to be admitted to polite English Society only to be 
rebuffed, not due to his lack of social grace, but because his countrymen did not pay their debts. 
It was the defaults by State governments in the early nineteenth century and municipalities in the 
late nineteenth century that brought about the procedures which are now taken for granted, 
including debt limitations on municipal issues, bond counsel, and clearly defined bondholders’ 
rights and State statutory provisions relating thereto. 

See A Commission Report, City Financial Emergencies: The Intergovernmental 
Dimension (Advisory Commission on Intergovernmental Relations, Washington, D C., July 
1973) ( "ACIR Report ”). 

S. Rep. No. 407, 73rd Cong., 2d Sess. (1934). 

48 Stat. 798 (1934). 

’'v 49 Stat. 1198 (1936). 

xvi See generally H.R. Rep. No. 207, 73rd Cong., 1st Sess. 103 (1933); H.R. Rep No. 517, 
75th Cong., 1st Sess. 3-4 (1937); H R. Rep. No. 686, 94th Cong., 1st Sess. 541, 542 (1975); H.R. 
Rep. No. 595, 95th Cong., 1st Sess. 397-398 (1977); S. Rep. No. 95-989, 95th Cong., 2nd Sess. 
110 (1978), reprinted in 1978 U.S.C.C.A.N. 5787. 
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Ashton v. Cameron Comity Water Improvement Dist. No. /, 298 U-S, 513, 80 L. Ed. 
1309, 56 S. Ct. 892 (1936), reh'g denied 299 V. 619, 81 L. Ed. 457, 57 S. Ct. 5 (1936). 

xvi'i United States y. Bekins, 304 U.S. 27, 82L. Ed. 1137, 58 S. Ct. 811 (1938), reh’gdenied 
304 U.S. 589, 82 L. Ed. 1549, 8 S. Ct. 1043 (1938). 

J.eco Properties, Inc. v. R.E. Crummer & Co., 128 F.2d 1 10 (5th Cir. 1942). Further, the 
court had no jurisdiction to determine the existence the city or boundary disputes in the nature of 
quo ivarranto. Green v. City of Stuart, 135 F.2d 33 (5th Cir. 1943), cert, denied 320 U.S. 769, 
reh’g denied 320 U.S. 813, 88 L. Ed. 491, 64 S. Ct. 157 (1943). 

Upon the adoption of the Bankruptcy Reform Act of 1978, the roman numerals which had 
previously been used to identify chapters of the Bankruptcy Act were abandoned in favor of 
arabic numbers. Hence, since the effective date of the Bankruptcy Code, “Chapter IX” has 
become Chapter 9. 

See, In re Richmond Unified School District, 133 B.R, 221 (Bankr. N.D.Cal. 1991), (a 
chapter 9 debtor may voluntarily divest itself bv consent of its autonomy rights under § 904 of 
the Bankruptcy Code. 

™i U.S.CONST., Art. I, § 10. 

U,S. Trust Company y. New Jersey, 431 U.S. 1, 52 L. Ed. 2d 92, 97 S. Ct. 1505 (1977). 
xxiv Jd. 

XXV Id. 
xxvi Id. at 32. 

xxvrr poj- example. In Royal Liquor Mart, Inc. v. City of Rockford, the Illinois Second Judicial 
District identified this test as a three-step test including (1) whether the action in question has 
operated a substantial impairment of a contractual relationship; (2) if such impairment is found, 
whether the State can show a significant and legitimate public purpose behind the regulation; and 
(3) whether the change in rights is based upon reasonable conditions and is of a character 
appropriate to the public purpose of the regulation. 479 N.E.2d 485, 491, 133 lll.App.3d 868, 
877(lll.App.Ct. 1985). 

xxviii Bricklayers Union Local 21 y. Edgar, 922 F.Supp. 100, 105 (N.D. HI. 1996) (citing 
Energy Reserves Group, Inc. v. Kansas Power S Light Co., 459 U.S. 400, 411, 74 L. Ed. 2d 569, 
103 S. Ct 697 (1983)). 

xxix Id at 106-07 {citing, Allied Structural Steel Co, v. Spannaits, 438 U.S. 234, 246, 57 L. Ed. 
2d 727, 98 S.Ct. 2716 (1978)). 
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XXX iis. Trust, 43 1 U.S. at 25. 

xxxi Failoute, 316 U.S. at 504. 

xxxii Matsu. 

xxxiii M (finding provision altering contracts did not violate the contract clause). 

xxxiv jjjg restructuring models utilized by sovereigns is instructive. See, Patrick Bolton, 
“Toward a Statutory Approach to Sovereign Debt Restructuring: Lessons from Corporate 
Bankruptcy Practice Around the World,” IMF Staff Papers . (2003), cn’ailahle 

a/ http://www.imf.org/extemal/pubs/ft/wp/2003/wp0313.pdf; Randall Dodd, “Sovereign Debt 
Restructuring,” The Financier , (2002), available a! http://www.financialDolicv. 
oru/dscsovdebt.p df John Murray Brown, “Europe Signs up to Irish Rescue,” Financial Times 
(November 21, 2010) available at http://w'ww.FT.com/cms/s/o/9338047c-f5a0-l ldf-99d6- 
00 1 44feab49ahtml . 

XXXV jaa Strupezewski and Padraic Halpin, “Ireland in aid talks with EU, Rescue Likely,” 
Reuters, November 12, 2010, available at http://ww'w.reuters.com/article/2010/l l/13/us-g20- 
ireland-idUSTRE6AB0P420101 1 13 . 

xxxvi Trust Indenture Act of 1939, Section 3 16(b). 

xxxvii See aha-. 

Rhode Island: R.l. Gen Laws §§ 45-9-1 to 45-9-1 7 (Budget Commission); 

New York: N.Y. Local Finance Law §§ 85.00 to 85.90 (Emergency Financial Control 

Boards) 

N.Y. Unconsol. Ch. 22, § 5 (New York Financial Control Board), 
xxxviii 5 gg (ijg accompanying slides which graphically portray this fact, 

xxxix See generally, ACIR Report at pp. 11-16. 
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Mr. Coble. Mr. Fabian, you are recognized for 5 minutes. 




96 


TESTIMONY OF MATT FABIAN, MANAGING DIRECTOR, 
MUNICIPAL MARKET ADVISORS, WESTPORT, CT 

Mr. Fabian. Thank you very much, Mr. Chairman and the Com- 
mittee, for inviting me here to speak. 

I will skip over the details of my bio in the first paragraph. But 
just to emphasize. Municipal Market Advisors, the company for 
which I work, is a pure independent research company, so we don’t 
buy or sell any bonds or securities. We don’t advise in that. We are 
just — the near entirety of our revenues come from the sale of re- 
search and subscriptions to that. 

Legislating State bankruptcy would certainly disrupt the current 
municipal bond market and undermine investor confidence going 
forward. We strongly believe that the municipal bond prices would 
fall, yields would rise, were States made able to file for bankruptcy. 
For longer-maturity bonds, interest rates could easily rise by 10 to 
20 percent versus current levels. Shorter-maturity bonds should 
weaken somewhat less. 

In large part, the yield increase belies the municipal industry’s 
already highly conservative practice in assessing credit and default 
risk. The prospect of State bankruptcy, however remote, requires 
a much more corporate-like measure of risk and reward. This is be- 
cause bankruptcy within a Federal court makes vulnerable the ro- 
bust protections for bondholders — for example, first payment prior- 
ities and senior liens on tax revenues now provided by State bond 
laws and State constitutions. 

The adjustment in yields could happen quickly, but any increase 
in rates, and thus increases in the cost of new infrastructure, 
would persist in the long term. From a policy perspective, this 
means upward pressure on State and local taxes, downward pres- 
sure on spending and State employment. 

While the impact would be greatest on States perceived to be 
most likely to file for protection, like Illinois and California, all 
States, including those who have well-managed pensions and budg- 
ets, would reasonably pay a substantive penalty while coming to 
market for new loans. In effect, all States would suffer for the per- 
ceived faults of a few. 

And because States and local governments are deeply inter- 
twined with management of tax collections, spending and man- 
dates, the impact would not be confined to just States but, rather, 
to all local governments. In addition, we would expect that school 
districts, which are essentially creatures of the States, rural 
issuers, and poor urban governments are those entities most de- 
pendent on State aid for revenue, would feel the brunt of investor 
rejection. 

It is difficult to isolate the threat of State bankruptcy as a vari- 
able amid the recent losses in the municipal bond market. It is also 
contesting with a weaker Treasury market, the pervasive headlines 
of looming collapse, and the poor communication between the in- 
dustry professionals and our investors. But keep in mind that, de- 
spite these adverse vectors, long-term municipal yields, as de- 
scribed by the Bond Buyer 20 yield index of high-grade, general ob- 
ligation credits, are still 125 basis points below their average over 
the last 30 years. So, in other words, while market participants are 
following the current debate extremely closely, they are not yet pe- 
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nalizing issuers to the extent that might he required should State 
bankruptcy become law. 

And while some observers have defined many States as already 
insolvent, professional market consensus does not support this 
view. Rather, the majority of institutional investors, municipal 
credit analysts, and issuer groups appear to be believe that States 
already retain sufficient abilities to manage their short- and long- 
term liabilities without need of bankruptcy or other potential forms 
of Federal bailout. Thus, the immense economic and political costs 
of a hypothetical State bankruptcy filing reasonably outweigh the 
need for such an extreme remedy. We agree with this view. 

Proponents of the bankruptcy legislation might argue that this 
law would simply add to the State managers’ toolbox as a strategy 
of last resort. Thus, investors who are more bullish over States’ 
economic or financial prospects could disregard the risk of any fu- 
ture filing. But this disregards the municipal credit analyst’s duty 
to focus on worst-case scenarios and to protect their portfolios, 
their investors, and issuers themselves from default. 

And, in practice, investors could not expect all elected officials 
within a State legislature to not at least discuss or threaten the 
use of bankruptcy while outside observers, political pundits, dedi- 
cated academics, journalists, and the like could be counted upon to 
remind the broader markets of the tool and its potential implica- 
tions for various stakeholders. Thus, even an unused bankruptcy 
law would amplify related headline risk that has already been 
highly disruptive to normal capital market functions, exacerbating 
systemic illiquidity and pushing yields and spreads higher. 

Thank you very much. 

[The prepared statement of Mr. Fabian follows:] 
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Prepared Statement of Matt Fabian 


MM A The Power of 

Independence 

PRESENTATION TO HOUSE JUDICIARY COMMITTEE, SUBCOMMITTEE ON COURTS, 
COMMERCIAL, AND ADMINISTRATIVE LAW 


February 14, 2011 


THE MUNICIPAL BOND MARKET AND STATE BANKRUPTCY 


Thank you for providing the opportunity to present our thoughts on the potential market impact of legislation to allow US stales 
to Hte for protection under the federal bankruptcy code. To briefly introduce mysefl and my firm. I am a managing director at 
Municipal Market Advisors ('MMA"), an independent research and strategy group based m Concord, MassachuseBs MMA does 
not buy, sell, or trade any bonds or financial instruments or advise on their trading: rather, our sole product is research, com 
mentary, and training on the municipal bond market for active market participants. Personally, I have been a municipal credit 
analyst since 1993, and I’m the current chair of the Municipal Analysts Group of New York and a board member for the National 
Federation of Municipal Analysts, in my comments today, however, I solely represent my own views and those of my firm, MMA, 
and not the views of any other group with which I am affiliated. 


• legislating state bankruptcy would disrupt the current municipal bond market and undermine investor confidence going 
forward. We strongly believe that municipal bond prices would fall, yields would nse, were slates made able to file for bank* 
ruptcy. For longer maturtiy bonds. Interest rates could easily nse by 10*20% versus current levels. Shorter maturity bonds 
would weaken somewhat less. 

• In large part, this yield increase would belie the municipal industry’s already highly conservative practice m assessing credit 
and default nsk. The prospect of state bankruptcy, however remote, requiresa much more corporate*llke measure of risk 
and reward. This is because bankruptcy within a Federal court makes vulnerable the robust protections for bondholders (for 
example, first payment priorities and senior Hens on tax revenues) now provided by state bond laws and state consbiubons. 

• The adjustment in yields could happen quickly, but any increase tn rates»and thus increases In the cost of new infrastruc- 
ture projects —would persist in the long term. From a poHcy perspecbve, this means related upward pressure on state and 
local taxes, downward pressure on spending and state employment 

This statement has been prepared by Municipal Market Advisors 

Thomas Doe Matt Fabian Atatt Posner 

CEO and Founder Managing Director mposnen^mma-research.cofn 

tdoe^mma-research.com mfabtan^mma-reseerch.com Tel: 202.683.9442 

Tet: 978.287.00ia Tel: 203.226.2398 


WWW muntcipaimarketadvisorS.com 


February 14. 2011 
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Manii A The Power 

THE MUNICIPAL BOND MARKET AND STATE BANKRUPTCY IVIIVIA of liiaapenOimc* 


PRESENTATION (CON’T) 


• White the impact would be greatest on states petxeived to be most likely to file for protectK>ci (e.g. Illinois and California), 
ALL states~induding those with well managed pensions and budgets alongside the profTlgate— would reasonably pay a 
substanrive penalty when coming to rnarkct for new loans. In effect, ail states would suffer for the perceived faults of a few 

• And. because states and their local govemrnents are deeply intertwined with management of tax collections, spending and 
borrowing programs, and mandates, the impact would not be confined to just states, but rather to all local governments in 
addition, we'd expect that school districts: smaller, rural issuers: and poorer, urban governments— those entities most de- 
pendent on state aid for revenue— would feel the brunt of investor reiectlon. 

• It is dlfficulT to isolate the threat of state bankruptcy as a variable amtd recent losses in the municipal market, which Is also 
conieshrvg wnih a weaker Treasury bond, headlines of looming issuer caUapsc, and poor cornmunications between industry 
professionals and retail mvestors. But keep In mind that, despite these adverse vectors, long term municipal yields— as de- 
scribed by the Bond Buyer 20 yield index of high grade, gerseral obligation credits— are still 125 basis pcMnts below their 
average over the last 30 years, in other words, while market participants are following the current debate extremely close- 
ly, they are not yet penaliting issuers to the extent that might be re<|uired should state bankruptcy become law. 

• White some observers have defined "many* states as already "irtsolvent", professtonal market consensus does not support 
this view. Rather, the majority of insbtutional investors, municipal credit analysts, and Issuer groups appear to believe that 
states already retain sufficient abilities to mariage their short and long term liabilities. wMhout freed of bankruptcy or other 
potential forms of federal bailout. Thus, the immense economic and political costs of a hypothetical state bankruptcy filing 
reasonably outweigh the need for such an extreme remedy. We agree with this view. 

• Proponents of this bankruptcy legtstahon might argue that this law would simply add to the state manager's toolbox as a 
strategy of last resort; thus, investors more bullish over a state’s economic or hnancial prospects could disregard the risk of 
any future filing However, this perspective disregards municipal credit analysts' duly to focus on worst case scenarios to 
protect their prartfoKos, their investors, and issuers themselves fiom default. And In practice. Investors could not expect ALL 
elected ofAcials within a state legislature to not at least discuss or threaten the use of bankruptcy, while outside observers, 
political pundits, dedicated academics. )Ournalist$, etc., could be counted upon to remind the broader markets of the tool 
and its potential implications for various stakeholders. 

• Thus even an unused bankruptcy law would amplify related headline risk that has already been highly disruptive to normal 
capital markets functions, exacerbating systemic illiquidfty and pushing yields and spreads higher. 


www.muiticlpaimarketadvis(xs.com 


Februaryld. 2011 
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THE MUNICIPAL BOND MARKET AND STATE BANKRUPTCY MMA of InOopendonc* 


FURTHER DISCUSSION AND THE EXAMPLE OF ILLINOIS 


The municipaf bond market has long afforded state and local governmental borrowers a low coat of capital to finance infra- 
structure. not only through use of the federal tax eKempclon and other subsidies, but also because of excellent Issuer credit 
quality and low historical default rates. The latter follows a number of factors, including a general lack of refinancing pressure 
{which mitigates issuers’ vulnerability to a loss of market access); very manageable annual debt service expenses; the limited 
benefit from, and lopsided costs of. default; close supervision of transaction strsicturing by analysts worried exclusively over 
default risk; flexibllitv by states to set revenue and spending poliaes and account for same; steadily improving management 
sophistication; and. perhaps most Importantly, the exceptional structural protections of bondholders versus other govern- 
ment stakeholders as granted by state bond laws and state constitutions. 

A hypothetical law to penmi stales to seek bankruptcy protection m Federal court would materially weaken our view, and we 
assume the market's view, of exactly these structural protections, aligning municipal default risk much more closely to the US 
corporate bond sector. For example, let's look at the state of Illinois. Pursuant la state law, the governor of Illinois has no dis- 
cretion over whether or not to pay debt service; he or she must appropriate for the full payment of any outstanding general 
obligation debt Again by state law. the state actually pays debt service by s^regating sufficient cash at the end of each 
month to cover l/6th of all coming semi-annual interest payments and l/12th of all principal payments. Cash is deposited in 
the 6er>eral Obligation {lond Retirement and Interest (GOBRI) Fund, which canrrot be tapped for any other purpose. According 
to the Civic federation's Institute for IHtnois fiscal Sustainability, the rvionthly transfers to the GOBRi fund needed to make 
the State's debt service payments In FVll win average between $230MM and S2S0MM compared to the estimated rnor>thlY 
General Fund receipts ar»d transfers in ranging from $2.3Bn and Sl.ABn.'* This impkes minimum ftvc times monthly coverage 
by revenues, a good portion of which are under the complete and sovereign control of the state Itself. And. should the Gen- 
eral or Road Fund revenues be inadequate, or should the General Assembly not also appropriate for the payment of debt ser* 
vice, state law institutes an, 'Irrevocable and continuing appropriation of all amounts necessary for that purpose" along with 
compelling the state treasurer and comptroller to implement these actiorrs as required. 

In other words, IllIrKsis' payment of debt service is effectively made serxor to any other obligation of the suite, while the 
monthly segregation schedule helps negate timing, seasonal, Hquidity, and even political hurdles that might arise It is thus 
very hard to see ANY problem with payment of debt service on the state's long term debt, even under the most strenuous or 
long-term scenarios being played in the media. And so. despite the state's extremely difficult budget situation, management's 
limited willingness to make structural corrections to that budget problem instead ot retying on gimmicks and borrowing, and 
its enormous long term pension funding challenges, investors continue to buy and hold slate of Illinois general obligation 
bonds. Were a hypothetical law passed to allow Illinois to RIe for bankruptcy, the state’s GOBRI and other legal bondholder 
protections become potentialiy vulnerable to revision, while debts could be adjusted outside of these mechanisms altogether. 
This completely changes the measure of risk in holding state of Itlfnois paoer, forcing yields higher. Similarly, investor and reg- 
ulator demands for better financial and event disclosure would grow, bolstering efforts for SEC regulation of municipal issuers 
and bond issues. The economic and political cost of rampflance with much stronger disclosure requirements would add to 
budget pressure, again increasing the potential for tax increases and/or spending reductions. 
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THE MUNICIPAL BOND MARKET IS FRAGILE BUT SURVIVING AT PRESENT 


Since the summer of 2007, the US municipal bond market has experienced extraordinary price and volume vofatHity because of 
the housing market crisis, the flight to safety in Treasury securities, downgrades to the bond insurers, the auction rate securi* 
ties collapse, the unwinding of leveraged bondholders, the downfall of Lehman Brothers and other bank counterparties, the 
ARRA and its Build America Bonds Program, the expiration of that program, the reversal of flight to safety demand for Treasur- 
ies, and, most lately, media pundit guesses that widespread municipal bor>d defaults are imminent Tax exempt bond yields, 
which reached historical highs in 4Q08 amkf forced selling by hedge funds and dealer proprietary desks, achieved all-time lows 
in 3Q10 because of relative product scarcity— most longer maturity, high grade issuance was being sold through the BAB pro- 
gram— and, drawn along with the Treasury market, have now climbed back to somewhat elevated levels Still, media coverage 
analogitlng municipal bonds as the next "subprime" collapse, not to menoon a broader reallfation among investors of this mar- 
ket's fundamental complexity and ome-intensive demands on investment management, have precipitated large de-ailocattons 
to municipal portfolios. This has come via withdrawals from tax-exempt mutual funds, a weak reinvestment of principal pay- 
ments being received by retail investors, and larger inshtubonal portfolio downsuing to address liquidity, priortg. and credit 
concerns at both the portfolio manager artd senior execuHve level- Further, weaker and incortsistent demand, |n particular 
within the legacy of the financial collapse of 2007 to 2009. rneans that underwriters are currently less abie to carry unsold loan 
prcKeeds when they bring a new bond to the primary market, meaning they cannot cushion poorfy received primary loans with 
their own buying power as formerly issuers are thus already paying somewhat higher interest rates to help bonds move more 
quickly to buy-and-hokf accoums. in addition to paying wider spreads and adhering to more stringent credit conditions. 

So municipal issuers, apparently on expectation of a quick rebound m the bid side, have been reluctant to bring new loans In 
the primary market, depriving participants of what has htstorlcaHy been our market's prime source of price discovery and, par- 
adoxically, worsening illiquid conditions. This will drive a far lower new issue calendar m 201 1 than m 2010: MMA has estimat- 
ed long term sales will decline from $43ran last year to $350Bn this year, with likety more downside than upside in that projec- 
bon. And finally, while there has very recently been some opportunistic bidding for bonds by rwn-traditional municipal inves- 
ton, our market will need a better bid from traditional institutionai accounts before yields and spreads can become more orga- 
nbed and persistent. The concept of state bankruptcy is helping to delay this return. 
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On fears of sweeping credit defaults, MMA believes that, while a change in current default trends to a much higher level Is pos- 
sible. much more likely is a conbnuaOon ol very low default acbvfty for governmental and "safe sector^ issuers. Historically, 
rabng agency studies have shown that AAA-rated corporate bonds have defaulted almost ten bmes mom frequently than sin- 
gle-A-rated municipal bonds. However. MMA also maintains a database of all ongoirvg default and impairment filings made to 
the MSRB's EMMA system since July t. 2009- These show that current municipal de^uft acbvity is largely confined to smaller, 
non-rated iransacbons with security pledges that skew almost entirely to so-called "risky'' sectors, meaning bond types that 
have been responsible for the large majority of payment defaults over the last four decades As of ianuary 28. 2011. there 
were $8, IBn of municipal bonds outstanding (issued by 2S8 different enbties) where there is an uncured default In either prin- 
cipal or interest. Of (hose 258 entities, 117 were special districts created to speculate on the development of a real estate 
property or properties, 47 were bonds backed by the net mcome of an apartment building, and 27 were bonds backed by nurs- 
ing homes. Only 15 of the 2S8 entitles sold bonds that imtiaHy carried any rating at aH. implying an effective default rate of less 
than 0.1% among the 25,000 or so rated municipal entitles, nnalty, none of these 258 bonds in payment default are 
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THE MUNICIPAL BOND MARKET IS FRAGILE BUT SURVIVING AT PRESENT (CON’T) 


'tratfihonar munts. meaning governmenuil genefal obllgaoon bonds. Thus, while fears persist of a looming credit erisis, that 
crisis, to date, has begin. We also note that there are S9.0Bn of outstandmg muntopai bonds that most recently relied on 
emergency sources (such as reserve funds or bond insurance) to cover debt service and have not yet replenished or repaid 
those source. And there is another S8.0&n of municipal bonds where managernent notes some financial pressure but is still aWe 
to service Ks debt by regular means. 
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PUBLIC PENSIONS AND THE MUNICIPAL BOND MARKET 


As the reces&iofl has taken its toil on equity and atternative investment valuations, state and local pension systems have report* 
ed steep deterioration of assets and a resulting sharp growth rn unfunded liabilities. This 1$ a source of alarm for some municipal 
investors and commentators, reflecting widespread misunderstanding ol the distinction between bondholder and other state 
government stakeholder risks. Because, while pension costs will, over the next twenty years, draw an increasing share of tax 
revenues away from more growth-friendiv investments Hke infrastructure, education, and social services, there is only a remote 
risk of these costs getting between issuers and current bondholders. 

This IS not to say that long'term defined benefit funding challenges haven't grown worsen they have Through September 2010, 
the US Census shows the 100 largest public pension plan assets at $2.5Tn, down from $2.9T at the end of 2007. Meanwhile esti- 
mates of unfunded pension benefit liabilities are at least SSOOBn, and, because public pension accounting rules employ what 
some have called aggressive ilabiUty discounting assumptions, this number may greatly understate the true gap In funding of 
future retiree costs. What's more, the severe and continuing recession in state tax revenues has led many governments to defer, 
restructure, or borrow for current employer contributions and/pr unfirnded (iabilitv arnortijations. exacerbating the asset gap 
and undermining managers' aspiration to fiscal disopllne. 

StiN. pension funding challenges are only an obTique threat to the near- and long-term payment of municipal bond debt service, 
and thus the municipal bond market itself. 

• White total pension liabilities are very large, it is annual servicing charges and their related impact on state cash flow (hat is 
relevant to bondholders who are also being paid out of annual cash flow. And, with only of state budgets currently being 
used to cover annua) employer contributions to pensions, pension funds are rtoi a prime source of budget distress. Even 
assuming a doubling or tripling of annual employer contributions, bondholders— who themselves receive S*10% of state 
budgets via annual principal and Interest payment— will feel onfy a modest competitive threat from pension funding needs. 

• Unlike US corporations, which MUST amortue unfunded pension liabilities over seven years, the Governmerital Accounting 
Standards Board |6AS6} has given states and local governments thirty years to pay down their gap. Of course, this depends 
on whether or not the states choose to abide by GASB at aN. Annually budgeted pension payments— away from aaual bene- 
fit payments to current retirees which can approximate a state's obligation to pay GO debt service- are thus effectively op- 
tional, at least in a legal sense. (Were they not so optional, it b unlikely that such large deficits would exist in the first place). 
Recently introduced legislation to enhance and standardize the reporting of state pension liabilities may provide a modest 
benefit to analysts seeking more malleable information when constructing long-term state financial projections, although, 
again, higher disclosure costs and a new set of official numbers may put upward pressure on taxes and increase political 
volatihty. 

■ Regarding actual benefit payments, states currently pay their retirees about SlSOBn per year in regular pension disburse- 
ments according to Novy-Marx and Rauh. The authors project that annual payments to current retirees and retired current 
employees will increase to about $3Qa&n per year by 2030, meaning the states will llkefy need to source an additional 
SlSOBn In annual spending ewer the next twenty years. While this number is steep, H is still less than the immediate revenue 
crisis of the current recession. The National Conference of State legislatures shows that, since FY08. states have closed cu- 
mulative budget gaps of And of course, in their pension funds, the states have already accrued substantial cash 

balances in anticipation of this burden. The retirement costs of employees not yet hired are more manageable as these can, 
have been, and likely will continue to be reduced In future labor agreements. 

• Keep in mind that state-by-state chcHces for addressing long-term funding gaps can have an impact on the state's near-term 
headline and rating risk and can even create actual credit risks. For example, IIHnois’ repeated decision to borrow in the 
public debt markets to furKf both immediate and long-term pension costs has reduced that state's annual budgetary discre- 
tion. to the detriment of Its ratings and capital market access costs While the risk of Illinois actually defaulting on a bonded 
obligation Is remote {see above). Us continual replacement of flexible with inflexible obligations Is making future budget 
challenges larger and weakening the state's ability to Invest m projects for economic growth and education. 

• In funding their future retiree costs, states make a combination of 1} regular employef contributions and 2) unfunded liabil- 
ity amortization payments. To cushion the General Fund against vdatiNty in the latter, states typically smooth annual re- 
turns on invested assets over five years. So a large bull market will dramatically diminish a state's calculated unfunded liabil- 
ity. while a large sell-off will not dramatically reduce projected asset values. Thus, while assets urtder managemeni at state 
pensions have been rising since iune 2009, calculated funding gaps wilt continue to widen over the next few quarters as the 
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PUBLIC PENSIONS AND THE MUNICIPAL BOND MARKET (CONT) 


states slowly incorporate the wnpaci of the market seiloff in 2008. 

• Comtstently high liabllitY funding ratios are not rtecessarily optimal as these can be subject to incremental beneftl grants to 
employees, the implementation of high cost/high nsk investing strategies, or employer payment holidays. We‘d also argue 
that low funding ratios, in concert with long-term strategies to steer ekcess cash or credit into infrastructure and education 
or lower state taxes, might better faciiltaie tax base development, bolstering future tax revenues with which retirees can be 
paid. 

• And ffnaliy. we believe that stale and local pensioris receive excessive attention because long term liabilities are easily visu- 
alized In accountants' reooAs. The fundamental issue for the country is the extent to which future retirees will have suffi- 
dent financial resources to Itve withCMd undue stress. The recent recession —and its impaa on long'term 40lk and housing 
values— has created an enormous future funding challenge for non-pensiorted employees and retirees. In our opinion, the 
impact of diminished retiree financial resources on a consumption-based economy like our own is likely to have more dra- 
matic ramifications For the private than the public sector over the next several decades. 
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BANKRUPTCY AND THE MUNICPAL BOND MARKET 


In the past. Chapter 9 bankruptcy has been sel(k>m used by the local governments allowed to Rie for proteebon under thetr re* 
speebve state laws. This limited use has meant: 1) few precedents as to the treatment of bondholders in bartkruptcy, allowing 2) 
substantial room lor speculation as to what would happen under a state bankruptcy. Still, it does not appear that state bank* 
ruptcy would be the financial panacea its proponents ekpect. In most recent cases, municipal bankruptcies have not resulted in 
senous losses to either bondholders or existing pensioners. 


Below we show a table of all 25 Chapter 9 filings since 2007, including five in 2007, four m 2008. ten in 2009 and six tn 2010- Six- 
teen of these governments had a total of $627MM in debt outsrarvding at the dme of filing, although more than half of that was 
issued by the Connector 2000 Association toil road ir> South Carolina, which hied last year, m that case, bondholders have tenta- 
tively agreed to large harreots in their principal, m particular for subordinate debt holders, however, most filings have not result- 
ed in significant impairments to bondholders. The second largest case m the table, the $103MM Valley Health System m CA, saw 
•edemphon of all bonds at par vallefo is third-laigesi filing at and we note the oty's recent proposal to repay all out- 

standing par plus Interest, although not penalty interest currently due. Note that, contrary to fears at the time and since. Valleio 
remains the last governmental enhty (meaning a regular city or county or school district) with any public debt outstanding to file 
lor bankruptcy Importantly. Vallejo entered Chapter 9 ostensibly to restructure public employee contracts; however, it does not 
appear that contracts for exisorsg employees were substannally revised. The city bankruptcy's high cost (estimates of legal fees 
are at least extended duradon. and middling results are likely a good explanahon of why other dbes have not Followed 

in Vallejo's Footsteps 


Rounding out the top S filers since 2007 are the $34MM Pierce Co. Housing Authority in WA where bondholders were fully re* 
paid, and the S33MM Sierra Kings Health District, received a ruling last fall reinforcing the rvon -impatrment of GO bondholders 
when paid by a dedicated tax levy. Finally. 5 (or 2(7H) of all Chapter 9 filings since 2007 have been by Sanitary Improvement Dis- 
tricts: nny non-rated land speculation ennties in Nebraska. In general, trends m the last four years show little divergervee from 
longer patterns of much hi^er incidence of bankruptcy filings in CA, NE. and TX versus any other state. 108 of the total 224 
Chapter 9 hlings since 1983 have been in just 3 states. While these data do not show that municipal credit issues are lightly rlis- 
miised. they DO indicate that the speculation over a wave of near term Chapter 9 hlings Is, to this pomt, just speculaoon. 
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Mr. Coble. Thank you, Mr. Fabian. 

Mr. Brainard? 

TESTIMONY OF KEITH BRAINARD, RESEARCH DIRECTOR, NA- 
TIONAL ASSOCIATION OF STATE RETIREMENT ADMINISTRA- 
TORS, GEORGETOWN, TX 

Mr. Brainard. Chairman Coble, Representative Johnson, Mem- 
bers of the Subcommittee, I would like to wish each of you a Happy 
Valentine’s Day. 



























106 


Mr. Coble. Thank you. 

Mr. Brainard. Thank you for inviting me to testify today on this 
important matter. 

Given the unprecedented fiscal challenges facing all levels of gov- 
ernment, the accuracy and integrity of information is vital. So I ap- 
preciate the opportunity to explain to the Committee how State 
and local pensions work. Unfortunately, much of the reporting on 
these retirement system seems drawn to those who lack this under- 
standing or who use inappropriate methods and assumptions re- 
garding their operation. 

On the whole. State and local government pensions are weath- 
ering the financial crisis and making measured changes to ensure 
long-term sustainability. Only a generation ago, most plans oper- 
ated primarily on a pay-as-you-go basis. Since then. States and cit- 
ies have worked to advance fund pension benefits by required em- 
ployees and employers to contribute enough to a pension trust dur- 
ing their working years to pay for their pension benefit. This was 
done without Federal intervention and has largely been a success. 
By 2000, the assets in most public pension trusts equaled or ex- 
ceeded expected pension payments. 

Public pension trusts are designed to weather market volatility, 
and have done so repeatedly over their history. Even at the market 
low of the most recent and unprecedented financial downturn, 
there was still over $2 trillion in public pension trusts. Since then, 
values have rebounded sharply, researching $2.8 trillion at the end 
of last year. 

The assertion that public employee pensions are contributing in 
a meaningful way to State insolvency is simply not supported by 
the facts. Spending on public pensions has consistently been a rel- 
atively small amount of State and local government budgets, slight- 
ly less than 3 percent, on average. Although this percentage varies 
by State, for all States but three the spending on pensions was less 
than 4 percent of budgets. For half of the States, it was less than 
2 V 2 percent. 

Similarly, reports citing pension-fund exhaustion dates for nearly 
every State are unfounded. The $2.8 trillion that State and local 
retirement systems hold in trust is roughly 14 times the amount 
these funds distribute annually. Public employees and employers 
contribute to these trusts. Even if they earned a relatively modest 
annual return of 6 percent, investment earnings alone would be 
enough to pay most of the benefits distributed each year. 

Predictions of widespread insolvency are inconsistent with find- 
ings of the professional actuaries who are certified to analyze these 
plans, as well as the findings of the Government Accountability Of- 
fice, Center for Retirement Research at Boston College, Center for 
State and Local Government Excellence, bond-rating agencies, and 
others. 

Such predictions are also at odds with my own analysis that, 
using even conservative estimates, the typical fund can continue to 
pay benefits for 25 years — enough time for States to make nec- 
essary adjustments to restore their plan’s sustainability. Assuming 
a rate of asset growth consistent with historic market norms, most 
funds never run out of money. 
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Joshua Rauh’s calculation uses historically low interest rates and 
depressed asset values following the financial meltdown, and com- 
bines these factors with the unlikely assumption that States and 
cities will violate their own constitutional and statutory pension 
funding requirements. The outcome of his approach is implausible 
but attention-getting. 

Misrepresenting the true condition of the public pension commu- 
nity is, in my view, reckless and irresponsible and has caused need- 
less confusion and turmoil among the public, policymakers, pen- 
sioners, and municipal bond markets. State and local retirement 
systems are highly transparent entities that publish audited an- 
nual financial reports in compliance with generally accepted ac- 
counting principles set forth by the Governmental Accounting 
Standards Board, with financial reporting standards set forth by 
the Government Finance Officers Association, in addition to sun- 
shine laws in every State. 

Pension benefits and financing structures are being examined by 
States and cities across the Nation. A different range of solutions 
will be required for each, and a factual assessment is critical. State 
and local government retirement systems do not require, nor are 
they seeking. Federal intervention in this process. 

Joshua Rauh is the only individual I know of who is calling for 
Federal financial assistance for public pensions. His $75 billion es- 
timate of the cost of Federal intervention ignores the cost to State 
and local governments, which would be far more significant. Pre- 
dictions made on the basis of selective use of data, inapplicable 
methods and assumptions, and calculations in conflict with finan- 
cial and pension fund history are unhelpful. They distract from the 
important businesses of discerning and responding appropriately to 
the situation. 

Mr. Chairman, thank you. I am happy to answer any questions. 

[The prepared statement of Mr. Brainard follows:] 
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Chairman Coble, Ranking Member Cohen, and Members of the Subcommittee: thank you for the 
opportunity to submit written testimony on this important matter. 

As state and local governments lead efforts to address the unprecedented fiscal challenges 
created by stagnant economies, the accuracy and integrity of information is more vital than ever, 
The condition of pension plans for employees of state and local government has become the 
focus of unprecedented attention from the media and policymakers in recent months. 
Unfortunately, much of this interest seems drawn either to those who lack sound knowledge and 
understanding of how these plans work, or who rely on methods and assumptions that are 
inappropriate and inapplicable to the way these plans operate. 

A careful review of the operations and funding of public pensions, their share of the overall 
budget picture at the state and local level, and the steps state and local governments are taking to 
bring their pension plans into long-tenn solvency, reveals that on the whole, state and local 
pensions are weathering the financial crisis and making measured changes to ensure their long- 
term sustainability. 

Public pension plans have a rich history; many predate Social Security, and some were 
established even before the turn of the 20*'' century. These plans have evolved, migrating from 
simply making single distributions to certain disabled or retired classes of employees, to 
retirement, survivor and disability programs for substantially all state and local government 
workers. Plan financing has also changed dramatically. Only 30-40 years ago, most public plans 
were financed primarily on a pay-as-you-go basis. Since then, states and localities have 
endeavored to advance-fund pension benefits by requiring public employees and their employers 
to contribute to a pension trust during employees’ working years that is enough to pay for their 
pensions during their retirement years. This was done w'ithout federal intervention and has, by and 
large been a success story: “The miraculous aspect of the funding of state and local pensions is 
that it occurred without any national legislation.” (Center for Retirement Research, “The Miracle 
of Funding by State and Local Pension Plans,” April 2008) 

By 2000, assets in most public pension trusts equaled or exceeded expected pension payments. 
Like all investors, recent market shocks, particularly in 2008, have affected asset values. Unlike 
many other investors, however, public pension trusts are designed to weather market volatility 
and have done so repeatedly, including during the S&L crisis, the bursting of the technology 
bubble, Enron, 9/1 ) , the housing bubble and the Great Recession. Even after the most recent and 

1 
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imprcccdemed financial downturn, most state and local government pension trtisis have plenty of 
assets to continue to pay promised benefits for years, and values already have rebounded sharply 
sinee the market low. Many states nonetheless have been making ehanges to benefits and 
financing structures to strengthen resert'es and ensure the trusts are sustainable for the very long 
term. 

Pensions are a Relatively Small Portion of State and Local Budgets 

Stale and local pensions' long-term financing strategy, which lakes place over decades, often 
seems to be not understood and is mistakenly ju.\laposed against current annual revenues and 
expenditures of stale and local governments. Central to understanding public pension financing 
is to know' that public pension benefits arc not paid out of general operating revenues, but rather, 
from trusts fund to which retirees and their employers were required to contribute w hile they 
were working. The vast majority of public employees are required to contribute a portion of their 
wages — typically five to ten percent — to their state or local pension, and, with investment 
earnings, these contributions comprise the majority of public pension fund revenues. The average 
retirement benefit for public employees is S22.600, and for many of them, including nearly half 
of all teachers and over tw o-thirds of firefighters and public safety officers, it is in lieu of Social 
Security. 



State and local spending on public pensions is the employers' annual contribution to the pension 
trust - not the amount paid out of the trust each year to retirees. The percentage of all state and 
local government spending on pensions has hovered around three percent during the last decade. 

The requirement that states balance their budgets is often a formidable task in difficult fiscal 
periods, such as now. However, the extent to which pension costs are impacting these budgets 
appears to be misunderstood and misreported in many cases. While the impact of the financial 
crisis on stale and local pensions will likely require spending to increase, the most recent studies 
find that the share of stale and local budgets dedicated to pension contributions would likely 
need to rise to about five percent on average, and to about eight to 1 0 percent for those with the 
most seriously underfunded plans. (Alicia H. Munnell, Jean-Pierre Aubry. and Laura Quinby. 
“The Impact of Public Pensions on State and Local Budgets," Center for Retirement Research. 
Ocloher 2010). However, many slate and local governments have enacted or are considering 
changes to benefit levels and financing structures to lower these projections. 
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Employer (taxpayer) spending on public 
pensions as percentage of total state and 
local governments spending, 2009 



Employer (taxpayer) contrlbullons as a % 
of all slate and local govt spending, 1995-2009 
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SignincanI Financing and Bcneni Changes Already Underway or Enacted 

Pension funds hold S2.8 irillion in trust from which Ihey pay benefils, roughly 14 times the 
amount they distributed in benefils last year. Pension funds rcpre.senting the vast majority of 
public employce.s have assets to continue to pay benefits for decades, if not into perpetuity. 

My own culculaiions. which I’m happy to provide to the Committee upon request, find that using 
even conservative estimates, the median state pension fund is able to pay benefils until 2030, 
enough time for states to make necessary adjustments. 

Assuming a rate of asset growth consistent with historic market norms, most funds will never run 
out of money. The Center on Retirement Research at Boston College said last October, "even 
after the worst market crash in decades, state and local plans do not face an immediate liquidity 
crisis: most plans will be able to cover benefil payments for the next 1 5-20 yeais” (Alicia 11. 
Munnell, Jean-Pierre Aubry. imd Laura Quinby, “Public Pension Funding in Practice," NBER 
Working Paper 16442, October 2010). 

This is not to say that long-term pension costs are of no concern. The market shocks of the Great 
Recession lowered funding for all investors. While public pension trust funds arc not in 
immediate crisis, most state and local governments arc making changes to strengthen financing 
reserves and further enhance long-term solvency. 
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Among plans that have Ibimd their long-temi sustainability in question, plan administrators and 
policymakers are aware of the problem. Adjustments have been made in many .states, and more 
.states are in the process of doing so. Last year, according to the National Conference of State 
Legislatures, an unprecedented number of states made changes to tlieir pension benefits, 
contribution requirements, or both. Many more states are expeeted to follow suit this year. These 
changes are redueing both current costs and long-term liabilities. In faet, more states made 
significant changes to retirement benefits and financing in 2010 than in any year in recent 
history. (“Pensions and Retirement Plan Enactments in 2010 State I.egislatures,” Ronald K. 

Snell, National Conference of State Legislatures, October 10, 2010). 

Solvency Confirmed, Measured Approach Urged to Long-term Solutions 

Although some states have accumulated significant unfunded liabilities, pension benefits are paid 
out over many years, not all at once. These are long-term funding issues, and most thorough 
analyses by those familiar with governments and public finance find patient and measured 
responses are required: 

• In a 2008 report, the Government Accountability Office said, “[Ujnfimdcd liabilities are 
generally not paid off in a single year, so it can be misleading to review total unfunded 
liabilities without knowing the length of the period over wiiich the government plans to 
pay them off.” (U.S. Government Accountability Office, “State and Local Government 
Pension Plans; Current Structure and Funding Status,” July 2008 GAO-08-983T). 

• Bond rating agency Fitch recently said, “[MJost state and local governments have been 
making payments towards their projected long-tcnn liabilities for decades, resulting in 
sizable pension trust balances and signilicanl actuarial funding for most plans. Broadly 
speaking, significant adjustments to plan benefits and contributions wHlI be required, and 
in some instances such changes are already underway. Since unfunded obligations in 
most cases are not due for many years, issuers have the opportimity to make these 
difficult adjustments.” (FitchRatings, “U.S. State and Local Government Bond Credit 
Quality: More Sparks than Fire,” November 16, 2010). 

• Standard & Poor's said last month, “[Pjension and other retirement liabilities ... in most 
cases, are not immediately jeopardizing the debt-paying capacities of the governments we 
rate. ... [W]e continue to believe that most governments are likely to make the difficult 
tradeoffs ... so they may preserv'e funding for important (sometimes legally required) 
programs and to protect their credit and market access.”(Standard & Poor’s, “U.S. State 
and Local Governments Must Navigate Turbulent Conditions to Maintain Credit 
Stability,” January 24, 2011) 

• In July 2008, just before the most recent market decline, the Government Accountability 
Office said, “Most state and local government pension plans have enough inve.sted 
resources set aside to fiind the benefits they are scheduled to pay over the next several 
decades.” (U.S. GAO, ibid.). Althougli that report preceded the market decline, 
investment markets have rebounded and pension funds have regained much of the assets 
lost. 

Faulty Analysis is Unhelpful to State and Local Recovery Efforts 
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Reports that inappropriately calculate and intermingle unrelated long-term obligations with 
short-term budget issues can be misleading. Much misinformation regarding state debt and 
pensions is being circulated, mostly based on dramatic and improbable conclusions, but which 
nonetheless creates the mistaken impression that drastic and immediate measures are needed. A 
closer look at the suppositions on which many of these reports are based, finds the use of overly 
pessimistic assumptions that simply are not in line with historical practice. In certain cases, these 
distortions compound each other. The result is a mischaracterization of public pensions vis-a-vis 
state fiscal arrangements that obfuscates and misleads more than infonns and enlightens. 

• Recent studies estimated public pension unfunded liabilities of more than $3 trillion are 
based on a measure — current interest rates, which are near record lows — that reflects the 
dynamics of bond yields rather than the fundamental characteristics of the plan. These 
studies also use asset values from 2009, near their recent low points, and they project 
liabilities using current low interest rates, inflating the value of the obligations. 

• Studies authored by Joshua Rauh promote confusion by mixing apples with oranges. For 
example, his report “Are State Public Pensions Sustainable?,” compares, for many states, 
local governments’ unfunded pension liabilities with the tax effort of only the state. This 
is akin to measuring the mortgage capacity of a working couple, yet considering the 
income of only one of them. Excluding local sources of revenue when local governments 
are responsible for funding pension liabilities, produces a distorted and misleading 
measure. 

• This and other studies by Joshua Rauh compare unfunded pension liabilities with “state 
tax revenues,” excluding the state and local government revenues from fees and charges 
for services such as utilities, tuition, vehicle registration, etc. These non-tax funding 
sources finance government operations as much as tax revenues, yet the reports ignore 
them. This results in a misleading characterization of unfunded liabilities that is intended 
to present state and local government funding conditions in an unrealistically negative 
manner. 

• A study authored by Joshua Rauh and Robert Novy-Marx, “Public Pension Promises: 
How Big Are They and What Are They Worth?,” is based on asset values in June 2009, 
near their recent market low point, and using interest rates when they W'ere at near-record 
lows. Since June 2009, US equity markets have risen by 40 percent and public pension 
asset values have grown by some 25 percent. The Rauh-Novy-Marx study’s reliance on 
depressed asset values produces an outdated — but dramatic — calculation of unfunded 
liabilities. 

• Regarding the use of interest rates to calculate public pension funding conditions, the 
National Institute for Retirement Security said in recent testimony to the American 
Academy of Actuaries: “Plans sponsored by long lived entities that face a low risk of 
insolvency are best evaluated on a going basis, which is captured well by actuarial 
methods currently in use for state and local plans. Moreover, to the extent that such 
measures would drive funding policy, the volatility they introduce would either create 
untenable, counter cyclical funding burdens for public entities or force plans into so- 
called “liability driven” investment strategies that would involve greater taxpayer costs. 
Thus, temiination or liquidation basis measures do not serve the public interest. Even 
disclosure of these misleading measurements poses risks. In light of the public’s 
knowledge gap about public pensions, the introduction of termination like liability 
measures would create new opportunities for politically motivated interest groups to 
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mislead the public about the health of these plans and exaggerate their cost. This kind of 
misrepresentation is already a serious problem when it comes to state and local 
pensions." 

Like all investors, public pension funds have been alTccted by the unprecedented market 
downturn in 2008. However, since 1985-a period that has included three economic recessions 
and four years of negative median public fund investment retum.s-public pension investment 
returns have exceeded their targeted eight percent return on investments. For the 25-year period 
ended 1 2/3 1 /09. the median public pension investment return was 9.25%. For the year ended 
6/30/10, this return was 12.8 percent. The chart below shows median public fund relums for 
periods ended 12/31/09, illustrating the volatility in short-term market returns and the 
inapproprialeness of basing long-term policy decisions on a snapshot in time, particularly at the 
market low; 


19.9% 



1 3 5 10 20 25 


Y«ara anded 12/31t09 
(Data: Catlan Associates Chart: NASRA) 

Federal Intervention Unwarranted 

(liven the difi'ering plan designs and financial pictures across the country, a different range of 
solutions will be required for each plan to best secure their viability for the very long-tenn. 
State and local government retirement systems do not require, nor are they seeking any 
Federal financial assistance. A fact sheet recently released by 10 national state and local 
government organizations — the National Conference of State Legislatures, National Association 
of Counties, United States Conference of Mayors, National League of Cities, International 
City/County Management Association. National Association of State Auditors Comptrollers and 
Treasurers, Government Finance Officers Association. International Public Management 
Associalion for Human Resources, National Council on Teacher Retirement and the National 
Association of Stale Retirement Administrators — notes that, "[Tlhe great strides made in the 
ability of stale and local government retirement systems to ensure that more than 20 million 
working and retired public employees have financial security In retirement have been achieved 
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without Federal intervention. One-size-fits-all Federal regulation is neither needed nor warranted 
and would only inhibit recovery efforts already underway at the state and local levels.” 

A recent letter, signed by the leaders of the National Governors’ Association and the National 
Conference of State Legislatures, reminds members of Congress that: 

[Fjor the last three years, states have faced growing budget deficits and in each of those years, 
we have closed those deficits by spending cuts and when necessary increasing taxes. 

Governors and legislators have had to make tough and politically unfavorable decisions to be 
fiscally responsible and balance our budgets. Throughout this process, our colleagues never 
contemplated walking away from our obligations to our constituents or to the bond markets by 
requesting that the federal government allow states to receive bankruptcy protection. While a 
number of states continue to face budget deficits over the next few years, we will continue to use 
our sovereign authority to balance our budgets and meet our obligations. 

State and local leaders are interested in working with their federal partners to improve the fiscal 
stability of government at all levels. We call on Congress and the Administration to work with our 
members to eliminate unfunded mandates, provide greater flexibility to use federal funds more 
efficiently and avoid federal restrictions such as maintenance-of-effort provisions that hinder state 
and local authority to control their own finances. These are difficult times in which to govern, but 
the challenges also provide us with the opportunity to work more closely together to find common 
solutions. We look forward to working with you to address the financial needs of the country and 
ensure our prosperity for the future. 

Like all investors, public retirement systems have been affected by the recent unprecedented 
market decline. Governments, their plans and their employees, working through State and local 
legislative and regulatory structures, are aggressively engaged in the process of examining 
benefit levels and financing structures in order to strengthen reserves. Given the differing plan 
designs and financial pictures across the country, a different range of solutions will be required 
for each in order to best secure their viability for the very long-term. Hyperbole and distortion 
are not helpful to these efforts or to the long-term fiscal health of state and local governments 
and their retirement systems. State and local government retirement systems do not require, nor 
are they seeking any Federal financial assistance, which is neither needed nor warranted and 
would only inhibit recovery efforts already underway at the state and local levels. 

Again, 1 thank you for inviting me here today. I would be happy to discuss various strategies 
being explored in numerous jurisdictions around the country, and I look forward to answering 
any questions. 

I am attaching for the record the following documents to accompany my statement: 

o NASRA Issue Brief: Slate and Local Government Spending on Public Employee 
Retirement Systems 

o Facts on State and Local Government Pensions 

o Faulty Analysis is Unhelpful to State and Local Pension Sustainability Efforts 

o NGA/NCSL Letter to Congress 

Bio 

Keith Brainard has served as research director for NASRA since 2002. Previously, he served as manager 
of budget & planning for the Arizona State Retirement System, and he provided fiscal research and 
analysis for the T exas and Arizona legislatures. He is co-author of the Governmental Plans Answer Book, 
2'^'^ Edition, and created and maintains the Public Fund Survey, an online compendium of public pension 
data. He has a master’s degree from the LBJ School of Public Affairs, University of Texas at Austin. 
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NASRA ISSUE BRIEF: 

State and Local Government Spending on Public 
Employee Retirement Systems 

January 2011 



NASRA 


Emptoyer (laxpayer) spending on pension benefits for 
emptoyees of state and local government has been the 
object of growing attention. A closer looti reveals that a 
relatively smalt portion of all state and local government 
spending goes to public pensions. According to the latest 
estimates,' /ess than three percent of all state and local 
government spending was used to fund public pension 
benehts. figure A. illustrates spending on public pensions as 
a percentage of all stale and local government spending. 
Although public pension costs have risen due to the loss of 
pension assets during the 2008 decline in capital markets, 
and are likely to rise further, this cost should be considered 
In the context of a) the benehis retirement systems 


Employer itaxpayer) speruling on public 
pensiorts as percentage of total state and 
local governments spending, 2009 



F(gur«A 


distribute each motrth to mors than 7.S million retired 
public employees, their beneficiaries and survivors; and b| 
the economic effects these benefits generate in local and 
state economies. In 2008. public retiremertt systems 
distributed more than S17S billion in pension benefits, an 
amount more than double the amount paid In by taxpayers 
through employer contrlbutiom. These berrefits reach 
every etty of every state in the nation, and their economic 
effects are well documented.* 

The vast majority of public employees are required to 
contribute a portion of their wages— typically five to 10 
percent— to their state or local pension fund: some share 
pension costs equally with their employers. An estimated 
30 percent of employees of state and local government do 
not participate in Social Security, including substantially alt 
of them in seven states, approximately one-half of all of 
the nation’s public school teachers, and two-thirds to 
three-fourths of Tirefighters and police officers. In most of 
these cases, employers and employees are contributing to 
the pension fund tn lieu of contributions to Social Security, 
reducing state and local taxpayer costs by an estimated 
$15.6 blllloo annually.** On a national basis, as shown in 
Figure B, employer (taxpayer) contributions to pension 
plans have remained fairly steady. Since 199S, employer 
contributions as a percentage of ait state and local 
government spending have remained around three 
percent, providing most employers with a fairly predictable 
expenditure tor attaining retirement security. 




Employer (tarpayer) corttnoutions as a 
% of Bfl State lo<ai 90VI spending 
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Emptoyer ((axpayer) contributions to pensions 
as a percentage of all state and local government spending, by state, 2008 


Alabama 
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Louisiana 

3.46 
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2.47 
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2.41 

Maryland 
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1.61 
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3.07 
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California 

3.83 
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2.46 

South Carolina 

2.26 
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2.16 
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1.60 
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1.72 

Connecticut ‘ 

4.07 

Mississippi 

2.82 

Tennessee 
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1.50 

Missouri 

3,29 

Texas 

1.95 

District of Columbia 

1.24 
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2.27 

Utah 

2.69 

Florida 

2,37 
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1.03 
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2.02 
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S.44 
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3.83 
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2.55 
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2.84 
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3.92 

Illinois 

3.40 
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3.06 

Wisconsin 

1.35 

Indiana 

2.B2 

New York 

3.96 
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1.28 
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1.74 

North Carolina 

0.92 
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2.01 
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Kentucky 

2.43 

Ohio 

2.92 




\f Exdudes $2 btHkin in ppnsw>r> bonds issued by the state <n 2008- 

2/ In addition to being e nan-Sodal Security state, one-half of Nevada PERS emptoyers' contribuUan is attnbutabie to a non- 
rehjndabte pre-tax salary reduction to fund the employees' portion of the contrtbutfon, 


Sources: 

hitp://www.cen«ius,aov/govsye5timate/ - Total spending by slates ar>d local governments 

http://www.census.gov/govs/retlre/200BretQ2a.htfn J • State and local government retirc/nent system sources of revenue 

See of$o: fn t poct of Ptnaon^ on Slate and loco/ Budaift s. Center for Reilremoni Research at Boston College. October 

2010 (The CRR measure excludes capital H>ending In its cakulation of pension contributions as a percentage of all state and local 
government spending.) 


NATIONAL ASSOCIATION OF STATE RETIREMENT ADMINISTRATORS 
444 North Capitol Street ( Suite 234 | Washington. K 20001 | www.nasr8.org 

Keith Brainard, Research Director 
Rh S12 B6B-2774 | Keiihb^nasra.org 



NASRA 


' Estimated by applying normal annual growth rates to 2003 data. 

" For example. Pen54onom>cs. M<?ast/mo the (conomic import of State and local Pension Phns. National mstittite on Retirement 
Security, February 2009; see also "Economic Effects of Public Pensions," htto://www.nasra.of£/fesoutces/etonomtc-htm 
** Author's calculation based on 30 percent of state and local government employees not participating in Sooal Security. 
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Facts on State and Local Government Pensions 


Retirement systems remain a small portion of state and local government budgets. State and local government 
oensions are not paid out at general operating revenues, but Instead, a trust tt>at public retirees and their employers contributed to 
while they were working. The portion of state and local government spending dedicated to retirement system contributions is about 
three percent ' While some penvon trusts are fully funded (they have enough assets in the trust now for all pension obligaUonsi. 
loliowing the recent market decline, plans will need to increase theif contribution levels to five percent on average to return to full 
funding.^ The unprecedented number of benefit and financing changes in public plans over the last few years will help to keep any 
required Increases to a minimum. 

Fubllc pension planN are not in crisis. Most state and local government employee retirement systems have substantia) 
assets to weather the economic crisis; those that are underfunded are taking steps to Strengthen funding. It is important to 
understand that pensions are funded and paid out over decades. There Is currently $2.7 trillion already set aside In pension trusts for 
current and future retirees. Further, state and local government retirees do r>ot draw down their pensions all at once. Employees 
must reach certain age and/or years of service before they are eligible for a pension; once retired, they must receive their pension in 
Installments over their retirement years (as an annuityi 

State tind iocai governments arc already taking steps to .secure their pensions for Uie long-temt. More state 
and local governments enacted significant modifications to improve the long-term sustainability of thew retirement plans in 2010 
tharr in any other year In recertt history. In the past few years, rrearly two-lhirds of states have made changes to benefit levels, 
contrlbutian rate structures, or both; many local governments have made similar fixes tothek plans * 

Public employees share in the Rnancing of their pension, which in many cases is in lieu oi Social Security. 
The vast majority of public employees are required to contribute a portion of theirwages— typically five to ten percent— to their 
state or local pension, and these contribution rates are being raised In many state and local governments. Employee contributions 
along with investment returns comprise the majority of public pension fund revenues. The average retirement benefit for public 
empfoyees is $22,600 and for many of them, including nearly half of ait teachers and over two thirds of firefighters and public safety 
officers, rt. is in lieu of Soaal Security. State and local salaries on which these peruions are based are lower than those for private 
sector employees with comparable education and work expenence, even when benefits are incliKled.*' * 

Penfsinn dollars help the economy of every furisdlction. Public employees live In every city and county in the nation; 
more than 90 percent retire m the same jurisdiction where they worked. The over $175 billion In annual benefit distrtbutlons from 
pension trusts are a critical source of economic stimulus to communities throughout the nation, and act as an economic stabilizer in 
difficult financial times. Recent studies have documented public retirement system pension distributions annually generate over $29 
bflliort In federal tax revenue, more than $21 billion in annual state and local government tax revenue, and a total economic impact 
of more than $3SS billion.* 

Lonir-lonn iuve.stment returns of public fund.s continue to exceed expectations. Since 1985 - a period that has 
included three economic recessions and four years of rvegative median public fund investment returns - actual public pension 
investment returns have exceeded assumptions.^ For the 25‘year period ended 12/31/09. the median public pension investment 
return was 9.25%.* Moreover, for the year ended 6/30/10, this return was 12.8%.* These actual returns exceed the 8% average 
public pension investment assumption, as well as the average assumed rate of return used by the largest corporate pension plans. 

State and local government retirement .systems do not require, nor are they seeking. Federal (Inancial 
assistance. The great strides made In the abHHy of state and local government retirement systems to ensure that more than 20 
milllor> working and retired public employees have financial security in retirement have been achieved without Federal intervention. 
One-size-flts-all Federal regulatiem is neither needed nor warranted and would only inhibit recovery efforts alreadv urrderway at the 
state and local levels. 
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Faulty Analysis is Unhelpful to State and Local 
Pension Sustainability Efforts 

fh'foherJOftf 

A« state and local gtivemments lead cGToriA to addreiis the unprecedented fiscal challenges created by stagnant 
economics, in the face nf aging populations and workforces, the accuracy and integrity of information is morc^dtai 
than es'cr. Authors of a new paper, The Crinis in Loctl Government Pensions m the United Stares, would be more 
constructive, as well os provide more accurate mutiicipal pension information, if their assumptions were based on 
historical experience and their methodology appnipriaic for the govemmem sector. Robert Nuvy-Marx and Joshua 
Rauh — w ho alsu earlier (his year authored. Are State Pubiic Peasioas Sustainable?- again vastly unilcrestimate 
projected future conirihutions to public pension plans and expected investmeni returns to draw dramatic and 
improbable conclu-sions regarding the solvency of these plans.' Both papers are based on pension fund assets values 
as of 2009, prior to the recent improvement in flnanchil markets. Furtlicr, their metlii>d used to determine future 
pension liabilities of states and localities is not recognized by governmental accoundng standards. The authors 
addiiiimuUy ignore changes already underway at the state and local levels to restore 1ang*icmt pension 
suMiainabiUty, and they make recommendations that would only serve to worsen the financial condition of these 
plans. 

Assumptions of Futuie Beha vioe Are Nor Supported by Past Practice 

'I1ie re]>on>>‘ rioiling!i «Tcpremi>cdi)n two kei' sup|>osiiitm>: It stare muI ItKal governments will c<mi rilHiic nothing to. unwrtt/c 
pur pension liahiiitn's, and 2} funds will guierate rates of return crimmemuniL' widi higlih iimserv'anve, “nsk-free" all-b«itid 
putirnlirHi, r4rlu‘r than the dn-cnified porrfnliiis uctuaUy in use. ‘flicsv twu auumpnims an.- inerinsistent with plani’ umnl 
ex|H'nenie. as most gnyemmcnis have a historv of pa>i*H? 'heir penunn cMotrihutinns. In fscr, acronling to thv Public I'utul 
Stirvv)', from 1*Y t'l t»» 1^1^.4111 awisge. penMcm phin vpoiivors psid 91 percent of their re(|iurcd cuntrilnmons- Rcgjtnimg 
iitvcsitncni returns, the sinncbird teisumpunn is thst (wmion lutid pon folios wilt cant a real (after innatKni^ tciuni of •1..^ 
IKtccni annually, based on the mix ofasvets ihcv i vpieallv hold, and mon' tcavtHiable given the cunvni ntriu of stock prices to 
trend cinungs.- hucther. ai>at>'si» shows that pubbe pension funds' .uruat long term mvcHtinent rentrm still c*xeccd this 
assumptMin. even after incorporating kisses fmm tlte 2(MIH market colU{rHc. ' 

Prt^ections Are Based on Asset Values Near Their Market Low Point 

Ilie aotbors ba«r rlunr fiminnal anal)‘Ms on peosion asser values as of |uiu' .h>, 2fHi'j, ar Hh' end ofa |2-mnnth |vni«d when the 
S^P 5<li) had ft return of '2(i.2''». and pnor it> much of Hk’ market inerttuie rlrai rrwik plai'e the following yeai. Petoioii fund 
asset values have lieen growing *incv March 2iHW, ami for the year ended June 30.21110, iiMtlian public |icnsion fund 
iitvesiincitt returns wetc 12.H permit, well abtm* plans' tipiad j«Mmicd tnvesnnLiu rciuni uf oglu iktcciii. In ALldiiion. 
lusioricAt mvestnurnt cx{Kncncc over 20-, 25* ami 30*vear tune penods. a mute appropriate measure oi the lting*icnn 
invi'snncni hmi/un of public fumls. ab»> exceed this assumed rate of return.* 

The Method Used to Value Future LtabiUdes Is iacoasismnr With Accounting 5/arirfare/5 

■Vnorlicf Uemr timing the Hurliotx' findings w the mcduul ilwxI m vahic fimire pension babUirtes. wlwch is nor c'vmpHam with 
public seemr accounting sraiuUtds. In fact, the imverntncntal Accoonttng biandard* IhwnJ. which Iuh Ikw reviewing these 
smndards mrr the pan three years, reccnilv affirmed n> «up{Mm for the use of a Inng.tcrm cxpccicd rate of roturn. nthcr than 
the use of current interest nires. In ns Prcltnunarv Views, publishcti List |umr. C>A5B s|Kxilkalty ‘'considered bur tejeeted^ an 
iniercM r;iie-bascd method lor Miluing tuiitte liabibncs (the approach used in the Nurvs -Marx R.iuh paper), staiitig msreud 
that. ‘The rate used shotild be a reasonable esntnate of the rate at which plan net assets are expected to grow, {ntir a icnn 
commensiiRitewtth the acccmnnng inensiut'meins for which the rate is used, as a result of investment e.imingi(." 
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Analysis Docs Not Account foe Recent Seate/Locai Pension Changes 

Mure sratv and liicaJ {Ktn'tmnicnts have Ltiactcd sijcnihcant touhttcariitris tti (iu.*ir ivnirment phuis in 2flt0 than in any urher 
year in rrerni Since nearly rwti -think of the Jtato have made chanj^ts* tn licncfh leveU, cnnirihurinn me 

•nfucTun-s. or Imih' Hfid many moa’ local gnvcrnmi-nrv alvi have made HdKwtmenps. Ignoring theae Hlrwnuoii'r itsiilf* m a 
grtKiF nu'»cluRi€tenxannn of tlic ennetn situaitun and dkregard^ the mcnaitrcd approach that can be ami liav Imcii tiikcn to 
nM&srttit^ aiul asponsiMv cIonc pension hindtt^ ga^M. 

The Authors* Recommendaaons Do More fiaim Than Good 

In response to their dire pnricemms, the nutlv'rs- have suggested that state ami local govemmcim shonhl no Itingef ofTcr 
|H.‘nsnnt« to mriv hires, reemnmending imtead that stich cn^ilovcei be covered with SiKSa) Security and a hllrk) plan, and that 
states and cities should issue debt - possibly at a iedemlly su)»idixcd taic - to pat off Hie added cost of dnsu^ |icnsion pbn>. 
These reenmtnentlanotis ^uire the signitkam cost and diimi)mon that would lx: iinp>>scd In- such changes: 

• Mandnuiry Social Sceunty Adds Bitliom tn tvxpensc-c Coim-rvam'c esnniares of ilie added expense (»f nundantig neiviy 
hired public notkets into Social Secucirr arc over $44 billion in the first five ycant -alone. wIikIi would nvirscn the 
Imamial c-oudition of the sixMisoring govtminxnn and their pension systons. 

• Putting Nesc Hires Into a -KJlIki Inciviuies ( jisto, Rj.-cent snidics have shown ihar closing penMonc in new hires can 
lutve tcvcml serious, unintended cnnxeciut-nves, including UH'rcivtng adminiyiiaiivc co9f> sssocuiichI with running rwr< 
plans, forgoiitg or umK'rmtning economic efftcxiuies of mdiminal petisam |Hans. acxcleraiing |wn$inn cirsts foi 
cniployeca m the cloxd plan, worsening rettrcnxm msccurtty, and potctniallv duimging nnpln)x‘r TccruimKiit and 
retention efforts. * Moreover. althiHigli 401 (k)-typc plans arc a usi'fu! incans of supplcmeniing penHion licntTus, they ate 
inhc-teniiy not as effective or efTtac-nc os a pnmari source of rcnreincnt income. By pooNpg monalin anti invcsimetii 
risks, iradiiional |Kiistons reduce parheipanis’ nsk of oiulivmg retirement assets ami can |m>vide rhe sairu Ixmcht at 
neatly iMlf the cost of a deftixd cmmiliunon plan.’’ Unlike’ a traJinonal pcitston plan, a 44)1 (k) don not include 

pn n Lviiins for disalnlin and dc-aih benefits, wtikh are especially tmptirtant for canplovcres in hiuratdous occupations such 
as ftrertgluen and police nffiects, who tacehiglier mks in the line- uf dun. Without a pension, these benefits wi»uld luve 
rnlw pnn-ided throi^h cocnmerciil insuianoe, likeir at significandy higher omix to the employer. 

• lasuifh? Pdii and/oc Asktty for l-evleral Ipvolvctnmt Adds Risk . PfopoKUig that State and local gfn'iTnmc*nrs .diould 
issue debt ru hnid ihetr pensiun benefits add^ risk n) the funding cquath uc Such deln wx>ukl become a UaLiiiiry tor the 
.xpt laboring giivemmenL If the markets fall after the hinds ore bn-csted, ibv gtiventmenr now lias two sets >rf liabilities: 
the I Kxrsranding debt and the pension Kaltility. r.vrn with a fcdcrai subsidy - which Ls unbkclr ghm current fedeial 
govcnimcm budget constraints and w-hich raises Ntkbnonol chaUcngc^ - tlua is a risky approach."' >' 

In the wake of the Great Recession, states and citieM arc examining and adjusting pension benefit levels and 
financing structures to resttire reserves and long-term sustainablUty. Hypcrbule and disloniun, as presented in the 
referenced academic papers, arc not helpful to these effons or to the long-term fiscal health of state and local 
governments and their retirement systennt. 


Conract; 

Keith Bnumrd, WSRA KcMrarch Director kadibftj-iis!»ta.orp SI 2-sr>8-27T4 

leanninc Markoc-Ravmomi. N.'VbR.N Director ol l'rderal Rckuirm*. icanninwujiisir j.i irg 21)2*^24 HP 


l{riinji iiJit I’iiii liatLJtnriiLiin nurttkjiL liYwOmn-t.* fc.in^.l k -TnclLNiCunot (^mUaemg-Ot vgn UyttUmirt.* i;;, 

3MI'. 

* ‘*Pcii*ii«i«*ivt tfc:ntrnM.-tii Wm, yi 3il II tt, i|UXfuJLbj(kibdAJiU(«'t£niEaiC.'ltitCl VU. i~-aillf. 

' "llicOa) Impact <>f VlanduinaSn^SccunTy for^isicaihl I/<bI G^wemmentf,'' l^itnc lutcUaerp. Atetander »u»cm<ii. i‘-xA..4iWl Ixdic 
'Itiaqiipain, Krvwrd Utltf 

lU lUtt V«.uL«mt Itl Pfwmm I tTf/r*.** lUw^ llwvw mkI Unit Aln.r«.L Kmhi-wuh. 

bmtfUuitMiittnJLiL'a- 


*t "iMUt tkudj Ptauji.’i t lUwatiuM mirnlv t 


Bi-X. nwiU^UlAf.^«i_A»titw MiirtLttnJJiMuJVu»i 




121 



m 


iiiiii 


National Confeilcncc 
•/ State Lecislatuaes 

Tit F*r*m far Amtrits'l 


February 4, 201 1 


The Honorable John Boehner 
Speaker of the House 
U.S. House of Representatives 
Washington, D.C. 20SIS 

The Honorable Nancy Pelosi 
Minority Leader 
U.S. House of Represenutives 
Washington. D.C. 20515 


The Honorable Harry Reid 
Majority Leader 
United States Senate 
Washington, D.C. 20501 

The Honorable Mitch McConnell 
Minority Leader 
United States Senate 
Washington. D.C. 20510 


Dear Mr. Speaker. Ms. Pelosi, Senator Reid and Senator McConnell; 


The nation's governors and legislators do not support proposals to provide suies with bankruptcy 
protection. 

Allowing states to declare bankruptcy is not an authority any state leader has asked for nor would they 
likely use. States are sovereign entities in which the public trust is granted to its elected leaders. The 
reported bankruptcy proposals suggest that a bankruptcy court is better able to overcome political 
differences, restore stability and .manage the finances of a state. These assertions are false and serve 
only to threaten the fabric of state and local finance. 


For the last three years, states have faced growing budget deficits and in each of those years, we have 
closed those deficits by spending cuts and when necessary increasing taxes. Governors and legislators 
have had to make tou^ and politically unfavorable decisions to be fiscally responsible and balance our 
budgets. Throughout this process, our colleagues never contemplated walking away from our obligations 
to our constituents or to the bond markets by requesting that the federal government allow states to 
receive bankruptcy protection. While a number of states continue to face budget deficits over tlie next 
few yeara, we will continue to use our sovemign authority to balance our budgets and meet our 
obligations. 

State and local bonds and fiscal instniroents remain some of the safest investments in the world. State 
leaders are keenly aware of their responsibility to manage their finances and repay their obligations. In 
contrast, the mere discussion of legislation, let alone the existence of a law allowing stales to declare 
bankruptcy w'ould only serve to increase interest rates and create more volatility in bond markets. 

State and local leaders are interested in working with their federal partners to improve the fiscal stability 
of government at all levels. We call on Congress and the Administration to woric with our members to 
eliminate unfunded mandates, provide greater flexibility to use federal funds more efficiently and avoid 
federal restrictions such as mainienance-of-effort provisions that binder state and local authority to 
control their own finances. 
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These are difficult times in which to govern, but ;^\ChaUenges also provide us with the opportunity to 
work more closely together to find common solutiotis. We look forward to working with you to address 
the financial needs of the country and ensure our picsperi^' for the future. 

Sincerely, 


(j 


Governor Christine O. Gregoire 
Chair, National Governors Association 




Governor Dave Heineraan 

Vice Chair, National Governors Association 



Senator Richard T. Moore 
Massachusetts Senate 
President, National Conference of State 
Legislatures 



Senator Stephen R. Morris 
Senate President, Kansas 
Presidcni-Elccl, National Conference, of State 
Legislatures 


Mr. Coble. Thank you, gentlemen, and appreciate you all being 
with us today. We will now examine you all from our podium here. 

Professor Ranh, how much fiscal difficulty or trouble would there 
be if States — regarding the all new public employees — starting 
today were forced to have defined contribution as opposed to de- 
fined benefit plans? 

Mr. Rauh. Well, thank you very much. Chairman Coble. 
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I just want to start off by saying that the witness Mr. Brainard 
presents some very misleading statistics. And perhaps this is not 
surprising given that he represents State retirement administra- 
tors, whose interests in this issue are at odds with those of the tax- 
payers. 

For example, it was claimed that pension contributions are a 
small share of State budgets. Three percent was the number that 
was thrown out. First of all. States are not making the contribu- 
tions that they ought to be, even under their own accounting. So 
this is a bit analogous to looking at — it is like looking at a sample 
of households who have stopped paying principle on their mort- 
gages and concluding that mortgages aren’t a problem for house- 
hold finance because their principle payments are a low fraction of 
their spending. 

Second, a figure was cited as the fraction of spending. Well, that 
counts the deficits that the States are running. So it is like saying 
that someone who is living way beyond their means and running 
up a large credit card debt has a relatively small cash-flow problem 
because their actual credit card payments are small. 

And, finally, one-third of the revenue that he is counting on in 
that calculation is coming from you, actually, the Federal Govern- 
ment. So the assumption is that you are completely willing to pick 
up the pro-rata share of this tab based on the amount that the Fed- 
eral Government has been sending to the States. 

So I would say, looking at all owned revenue, excluding transfers 
from the government, the contribution share is around 10 percent 
already, and it is going to have to grow substantially to pay down 
this debt. 

Mr. Coble. Mr. Spiotto, I mispronounced your name earlier. I 
apologize for that. 

We saw recently in the Vallejo, California, case that, even in 
Chapter IX, the city was unwilling to reject its pension contract. 
Would a State be more likely to reject collective bargaining agree- 
ments in bankruptcy? 

Mr. Spiotto. The problem you have with trying to reject your 
collective bargaining agreements in bankruptcy is, the next day, 
you need an agreement with your workers as to what is fair and 
affordable to pay them going forward. And the problem with bank- 
ruptcy and the dynamics is that, in rejecting it, you create an equal 
issue of how do you pay for it going forward and what do you pay. 
And that is a significant problem. 

Vallejo filed in 2008. They went through a significant period of 
time, tried to negotiate a resolution of their labor issues, and it 
took them a long time. They are still in bankruptcy. They have a 
plan pending. The time, money, expense, confusion, and difficulties 
to the city was significant. 

Mr. Coble. Thank you, sir. 

Professor, I didn’t follow you, whether you responded directly to 
my question. 

Mr. Rauh. Perhaps I did not. 

The answer to your question, which my understanding is, even 
if State and local governments froze all promises today, how deep 
of a hole would we be in, the answer is $3 trillion. The number 
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that we calculate is assuming that all future benefits are going to 
be fully funded and secured. 

So, even if all plans were frozen today and all future work were 
put on a defined-contribution-type plan, the number would still be 
$3 trillion. 

Mr. Coble. Mr. Fabian, who holds most of the State and munic- 
ipal paper currently? Or, in other words, if bond holders are 
crammed down, who is most likely to suffer? 

Mr. Fabian. Well, households — in general, households own about 
a third of the municipal bond market directly and about another 
third of the municipal bond market through mutual funds. So, in 
general, it is individuals who own about two-thirds of the market. 
So they would, in theory, be the ones the most subject to a 
cramdown. 

Mr. Coble. I got you. Thank you, sir. 

Mr. Brainard, do you believe any reforms are needed to the 
GASB rules to require States to accurately report their pension li- 
ability? Because I am told, oftentimes some of these have been 
laced generously with inaccuracy. 

Mr. Brainard. GASB has been — Mr. Chairman, GASB has, for 
the last few years, been considering a range of changes to State 
and local pension reporting requirements. And among the reforms 
that they are seriously considering at this point is a modification 
to the investment return assumption the plans use to discount 
their future liabilities. That modification appears sound to me. 

There are some other adjustments that they are considering with 
regard to how quickly public pension plans recognize investment 
gains and losses that, generally, we are not uncomfortable with. 
And very quickly you get into the range of GASB reforms that be- 
comes eye-glazing material. I am not quite sure what level of detail 
you would like me to get into. 

Mr. Coble. I thank you. My red light has appeared, so I will 
have to terminate. 

The gentleman from Georgia. 

Mr. Johnson. Thank you, Mr. Chairman. 

Professor Rauh — it is also Dr. Rauh, correct? 

Mr. Rauh. That is correct. 

Mr. Johnson. And, Doctor, in addition to your duties and respon- 
sibilities as an associate professor, you have some other profes- 
sional responsibilities that you tend to. Isn’t that correct? 

Mr. Rauh. I don’t know what you are referring to. 

Mr. Johnson. Well, I mean, you do some consulting on the side, 
and you write papers for various groups. 

Mr. Rauh. For various groups? No, I have never written a paper 
that has been commissioned by a group, no. 

Mr. Johnson. Uh-huh. Well, who have you written — tell us some 
of the folks you have written papers for. 

Mr. Rauh. No, I don’t write papers for anyone. I write papers 
under my own name, and I present them at conferences, and that 
is all. I will occasionally 

Mr. Johnson. Well, let me ask you this. You make a little out- 
side money in addition to your salary as a professor, isn’t that 
true? 
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Mr. Rauh. I receive — I have a small amount of consulting in- 
come. That is correct. 

Mr. Johnson. And you have your own consulting company? 

Mr. Rauh. No, I do not have my consulting company, no. 

Mr. Johnson. Now, who do you consult for? What companies pay 
you to consult? 

Mr. Rauh. I have not actually taken money from — I mean, okay, 
so — I am not sure whether this is an allowable line of questioning, 
but I can 

Mr. Johnson. Well, you inferred that Mr. Brainard had an inter- 
est in preserving the status quo, and I just wanted to explore what 
your interest is. 

Mr. Rauh. I have never worked for an organization that has any 
kind of stake in this particular — this matter, none whatsoever. 

Mr. Johnson. Well, what about politicians? Have you been work- 
ing with any politicians on this issue? Members of Congress? 

Mr. Rauh. I was invited by Governor Schwarzenegger to go to 
Sacramento and present at a roundtable. 

Mr. Johnson. What about Members of Congress? Who have you 
been working for here? 

Mr. Rauh. I have not worked for any Members of Congress. 

Mr. Johnson. You have not consulted with any Members of Con- 
gress? 

Mr. Rauh. I received some e-mailed questions about the Public 
Employee Pension Transparency Act 

Mr. Johnson. Yes. 

Mr. Rauh [continuing]. From Congressman Nunes’ office. I an- 
swered those questions 

Mr. Johnson. Devin Nunes from California? 

Mr. Rauh [continuing]. For no fee. Yeah, I mean, I was e-mailed 
questions, and I answered the questions. 

Mr. Johnson. And these questions concerned the fiscal health of 
the State of California in so far as its pension liabilities are con- 
cerned. Isn’t that correct? 

Mr. Rauh. No. The questions that Congressman Nunes’ office e- 
mailed me were about simply my calculations that the unfunded li- 
ability was $3 trillion and just some explanations about how I ar- 
rived at that number. That was all. There was no money that was 
exchanged hands. 

Mr. Johnson. Now, you are of the opinion that the State of Cali- 
fornia is in big trouble with its pension obligations. 

Mr. Rauh. When one discounts the 

Mr. Johnson. Yes or no. 

Mr. Rauh. I don’t like to put the word “big trouble” on it. 

Mr. Johnson. Okay, but they have some issues. 

Mr. Rauh. Five hundred billion dollars of unfunded liabilities for 
the State of California. I think that is not a trivial amount. 

Mr. Johnson. And you believe that the Federal taxpayers may 
be asked to bail out California because of its unfunded pension re- 
sponsibilities? 

Mr. Rauh. I think there are a number of States around the coun- 
try — 

Mr. Johnson. Is that true or is that false? 
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Mr. Rauh. California in particular? I think there is a chance that 
the Federal Government will he liable — will be asked to come to 
the assistance of California. And I think that part of the issue is 
that they have borrowed from public employees to the tune of $500 
billion above and beyond the assets that they have set aside to pay 
for those promises. 

Mr. Johnson. But now they also have — so your concern, you 
want to tie the States’ hands insofar as its relationship with its re- 
cipients of pensions and with its employees by allowing them to get 
out of trouble through a bankruptcy. Is that what you want to do? 

Mr. Rauh. Through a bankruptcy, no, no. I have said nothing of 
the kind. 

Mr. Johnson. You support California if it decided to avoid hav- 
ing to pay pensions because they have not funded their — they have 
borrowed money from their pension fund? 

Mr. Rauh. I have said nothing of the kind. In fact, I want to be 
clear. I do not call for cuts in benefits that have already been prom- 
ised. All of the proposals that I have made have been 

Mr. Johnson. You are just trying to keep the States from bor- 
rowing from their pension funds. Is that what your motivation is? 

Mr. Rauh. I am trying to stop the States from borrowing from 
public employees in a way that is not transparent to taxpayers. 

Mr. Johnson. And you figure the best way to do that is to allow 
States to avoid the pension obligation. 

Mr. Rauh. No, no. Avoid their pension obligations, no. I have 
never 

Mr. Johnson. That is what a bankruptcy would do, wouldn’t it? 

Mr. Coble. The gentleman’s time has expired. 

Did you have one more question for him? 

Mr. Johnson. You know, I don’t understand, you are coming 
here to testify about allowing States to have an opportunity to file 
bankruptcy so that they can eliminate their pension obligations 
and thus won’t have to come to the Federal Government for bail- 
outs. 

Mr. Rauh. With all due respect, sir, I think you are putting 
words in my mouth. I did not — my testimony was not about that. 
It was about how we got the situation we are in. The fact that 
States owe $3 trillion to public employees is a problem. 

Mr. Coble. The gentleman’s time has expired. 

The gentleman from South Carolina, Mr. Gowdy, is recognized 
for 5 minutes. 

Mr. Gowdy. Thank you, Mr. Chairman. 

Mr. Brainard, I also want to thank you for reminding us it is 
Valentine’s Day. And in the long run, you saved us more money 
than all of the States cumulatively owe by that reminder. So thank 
you. If you saw a lot of people visually texting, it was because of 
your reminder. So thank you for that. 

Mr. Spiotto, you mentioned Bekins. You are concerned about the 
constitutionality of Federal involvement in State bankruptcies. Ex- 
trapolate on that for us. 

Mr. Spiotto. Yes. The big problem with the Federal Government 
setting up a bankruptcy court for the States or a State is, one, it 
could only be voluntary because given the 10th Amendment, the 
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Federal Government cannot mandate that. Asked in Bevins, it is 
very clear on that from the Supreme Court. 

Second, there will be very limited power of any Federal bank- 
ruptcy court to really deal with any problem that the State has. 

And third. States probably, if they had to define their problems 
and put it into a hierarchy, they may have a small number of real 
problems in their creditor relations. And many issues they don’t 
want to overturn, they don’t want to tip over that relationship. And 
it is working quite well. 

And what bankruptcy does is throw them all up in the air and 
you have to find a solution to them. And it puts the State in a situ- 
ation where it has to work through these problems in a system that 
doesn’t provide any additional funding to them, no additional tax 
source, and puts them in jeopardy and puts them with a cloud, 
which normally they have worked hard the last hundred-plus years 
to avoid; i.e., that they have met their obligations when they have 
had to and they have not failed to do so. 

And therefore, it puts a cloud without a mechanism to solve it. 

Mr. Gowdy. Mr. Brainard, if I am missummarizing your testi- 
mony, correct me. I thought I heard you say that you think that 
there is a sufficient amount of money available for the next 25 
years so long as changes are made in that quarter century to cor- 
rect what I assume you would agree are some structural defects. 

What kind of changes would you like to see States make, and 
what has taken them so long? 

Mr. Brainard. Representative Gowdy, in any number of States 
some degree of reform is required. It is going to vary by State and 
indeed by individual pension plan. 

The National Conference on State Legislatures recently reported 
that in 2010, last year, an unprecedented number of States took ac- 
tion to modify their pension plans. This includes reducing benefit 
levels and increasing contributions either from employers but also 
from employees. 

So the solution is going to be unique, depending on the unique 
pension plan but generally it is a reduction in benefits and an in- 
crease in contributions from employees, employers or both. 

Mr. Gowdy. But you don’t disagree even with the professor that 
some systemic structural changes must be made. 

Mr. Brainard. In many cases. Not all. 

Mr. Gowdy. Professor, are there any trends among the States 
that are in the most serious trouble with respect to right-to-work 
status versus union status. Tax Code, regulatory code? Are there 
any trends with respect to the States that are in the most amount 
of trouble fiscally? 

Mr. Rauh. Well, the trend that I am seeing is that there is a se- 
rial correlation, if you will, where the States that have been in bad 
shape are kind of getting worse, particularly with we respect to Illi- 
nois which, you know, has simply not been addressing their pen- 
sion problems, as well as New Jersey which simply has not been 
contributing. 

You know, I have observed — it was pointed out that North Caro- 
lina does not have unionized public employees at the State level. 
North Carolina is a State that is in reasonable shape with regards 
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to these matters. But I haven’t done a systematic study across all 
50 States to see whether you would find that correlation. 

Mr. Gowdy. What is “smoothing?” Is that a term that is used as 
people evaluate their pensions plans, and what is it? 

Mr. Rauh. “Smoothing” is the idea that instead of having to look 
at how much your assets are worth today when declaring your un- 
founded liabilities to the public, you can take an average over a 
certain number of years. And as a result, in times when the market 
is going up very quickly, the value of the assets that is being re- 
ported is understating the market value of the assets and in times 
when assets are going down very quickly it is overstating the value 
of the assets. 

Mr. Gowdy. I am out of time. Thank you. 

Mr. Coble. I thank the gentleman. The Chair recognizes the dis- 
tinguished gentleman from Michigan, Mr. Conyers. 

Mr. Conyers. Thank you, sir. 

Point of order before the clock starts running. 

As the Chair knows, the PATRIOT Act is on the floor, the first 
thing up. And as has been our policy, we do not hold hearings in 
any of the Subcommittees when one of our bills is on the floor. 

Mr. Coble. Well, I was told to be here at 4 o’clock, Mr. Chair- 
man. That is why I was here. 

Mr. Conyers. Yeah. But what are you going to do when the PA- 
TRIOT Act comes up on the floor? 

Mr. Coble. Well, 5:30 I think is when it convenes, at 5:30. 

Mr. Conyers. Oh, okay. 

But you agree with the principle that we do not have bills of the 
Judiciary Committee on the floor at the same time the Subcommit- 
tees are holding hearings. 

Mr. Coble. I am not sure about it. I will take your word for it. 

Mr. Conyers. But you have been here almost as long as me. I 
mean, Lamar Smith had that rule, Henry Hyde had that rule, Jim 
Sensenbrenner had that rule, and now you are not sure. 

Mr. Coble. Well, I will state to you, if the gentleman will yield, 
I didn’t call the hearing. So hold me harmless for that. 

I think it has been a good hearing, by the way. 

Mr. Conyers. It has been. I quite agree, sir. 

But we are starting not at 5:30 but in 10 minutes on the floor 
of the House. We just called and checked. 

So I don’t want you to get in trouble because you weren’t sure. 
I am here to help. 

Mr. Coble. I stay in trouble, Mr. Conyers. 

Mr. Conyers. Yeah. But I think we ought to summon the Chair- 
man of the full Committee here to help us straighten this up, be- 
cause I am the floor manager for the minority on the PATRIOT 
Act. Hank Johnson has already requested time to speak on the PA- 
TRIOT Act. And you are suggesting that we just stay here because 
you are not sure. 

Mr. Coble. We are planning to adjourn at 5:20. But we need to 
get moving. 

Mr. Conyers. No, that is unacceptable. 

I would make a point of order and ask someone to call in Lamar 
Smith because I don’t have an obligation to choose between this im- 
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portant Subcommittee of yours and my managerial responsibilities 
on the House floor. Would you help me with that? 

Mr. Coble. I am not sure. I can’t help you with it. 

Mr. Conyers. You mean I just make a choice. Since I can only 
do one or the other, it is on me and not on the Committee. 

Don’t we have this in the rules somewhere, Chairman Coble? 

Mr. Coble. Well, the Judiciary Committee is on the floor at 5:30, 
I am told, Mr. Conyers. 

Mr. Conyers. Who told me 10 minutes from now? 

Counsel. The Intel Committee is up first. The Judiciary Com- 
mittee is at 5:30. 

Mr. Conyers. Okay. That is good enough for me. And I always 
take the counsel for the Judiciary’s word for it. We have never had 
a disagreement yet. And I thank you, Mr. Chairman. 

Mr. Coble. Thank you. 

Mr. Conyers. Now, let’s begin to see if we can thread together 
where we have areas of agreement here. 

Here is the Manhattan Institute. More than half of all State ex- 
penditures go to Medicaid, K-12 public school aid, and other trans- 
fer payments. These are the areas, not current pension bills or debt 
service, that have been the prime source of unsustainable and 
unaffordable spending growth in State budgets. True or false. 

Mr. Brainard? 

Mr. Brainard. Representative Conyers, I am not an expert on 
State finance but that is my understanding, is that K-12, higher Ed 
and Medicaid make up the bulk of State and local spending. 

Mr. Conyers. Matt Fabian, true or false? 

Mr. Fabian. I say true to that. 

Mr. Conyers. Thank you. Attorney Spiotto, true or false? 

Mr. Spiotto. That is my understanding. 

Mr. Conyers. Right. 

Professor Rauh, true or false? 

Mr. Rauh. On spending, yes. States have spent more on those 
things than on other things. But you can’t look at this like spend- 
ing. This is debt, and it is like debt that is not being paid. 

Mr. Conyers. True or false? 

Mr. Rauh. I think I didn’t understand the question. 

Mr. Conyers. You can say “false.” It is okay. 

Mr. Rauh. I mean, I think if I understand the question. 

Mr. Conyers. Well, then why don’t you agree with everybody 
else and say “true”? 

Mr. Rauh. Have they spent more on that than on pensions? 
True. Will they have to spend more on pensions than on this? Yes, 
they will have to spend more on pensions in the future. 

Mr. Conyers. But you didn’t answer my question, sir. My ques- 
tion is true or false. 

Mr. Rauh. I will give you true. 

Mr. Conyers. Well, thank you. Thanks for your cooperation. 

Because the Manhattan Institute is a — have you heard of the 
Manhattan Institute? 

Mr. Rauh. [Nods head.] 

Mr. Conyers. Do you acknowledge that they are a pretty con- 
servative think tank organization? 
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Mr. Rauh. I don’t understand why their politics would have any 
hearing on this. 

Mr. Conyers. I didn’t say it was political. I said that they were 
conservative. 

Mr. Rauh. Is that so? I didn’t know. 

Mr. Conyers. I see. All right. 

Let me ask you this: Have you heard of attorney Joe — the late 
attorney Joseph Rauh. 

Mr. Rauh. Yes, I have. 

Mr. Conyers. And your name is Rauh. 

Mr. Rauh. Yes, it is. 

Mr. Conyers. Are you two related? 

Mr. Rauh. Not that I know of. 

Mr. Conyers. Well, wait a minute. Everybody commonly knows 
all Rauhs are related. I mean whether they know it or not. 

Do you realize that he might he turning over in his grave now 
to he hearing your testimony? 

Mr. Rauh. I don’t know why that is here or there. 

Mr. Conyers. No. It isn’t here, it is irrelevant. But don’t you 
think that the late Joe — who used to testify before this Committee. 

Mr. Rauh. I think the late Joseph Rauh would actually care 
about the fact that what we have all — all the promises, the un- 
funded promises that have been made are going to have to be paid 
back in the future and that that is going to crowd out spending on 
essential public services like schools and education. 

Mr. Conyers. Perhaps he would. 

But I am happy — do you acknowledge any possible relationship 
between you, the late Joe Rauh that I knew pretty well, and my 
pleasure in meeting you this afternoon, between you and him? 

Mr. Rauh. Do I — I have never met him. I know of his name. I 
am not quite sure what you are asking, sir. I don’t know of any re- 
lationship between us. 

Mr. Conyers. I will explain it to you. 

When I meet people named Conyers, and some I don’t know, 
guess what. They ask are we related. I don’t say I don’t know. I 
say all Conyers are related. They didn’t go into probate court and 
change their name to “Conyers” and neither did you. So I think it 
is fair to assume that there is some relationship, don’t you? 

Mr. Rauh. Sir, genealogy is not my area of expertise. I really 
don’t know if we are related or not. 

Mr. Conyers. Would you be interested in finding out? 

Mr. Rauh. Sure. 

Mr. Conyers. Well, thank you. I want to help you in that re- 
spect, if I can. 

I thank you, Mr. Chairman. 

Mr. Coble. The gentleman’s time has expired. 

The gentleman from New York, Mr. Reed, is recognized for 5 
minutes. 

Mr. Reed. Thank you very much, Mr. Chairman. 

I am not going to inquire about anybody’s familial relations with 
anyone else. I am really concerned about the issue that we are fac- 
ing with the unfunded liabilities that are facing our Nation. 

As a city mayor, I saw this issue firsthand. I saw GASB 45 and 
its requirement that we disclose our unfunded liabilities and try to 
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quantify that. And when I did that as a mayor, I tell you my eyes 
popped out of my head because I said shame on my predecessors 
who never dealt with this issue and who now are saddling me plus 
the children of my community with these debts. 

So I am very comfortable in coming to the conclusion that we 
have a serious problem when it comes to this issue. Even Mr. 
Brainard, you indicated in your written testimony even today that 
even under conservative estimates the median State pension fund 
is able to pay benefits until 2030. You said 25 years today. So 2035 
I guess is your verbal testimony. 

So my question is, and I do recognize the concern about — I do 
recognize the concern about bankruptcy. And I want to make a 
note. I believe the State of California issued lOUs. A great State 
of our Union had to go to lOUs to meet its monetary obligations. 
That is very scary to me. And as a freshman Member of this Con- 
gress, that puts generations of children in jeopardy that America 
will not be here because States such as California are coming up 
with different types of currency to cover their obligations. 

So I don’t want to make light of this issue. This is a serious 
issue. And it is part of a bigger problem that we are facing in this 
Nation. 

So I recognize the issue with bankruptcy, and I recognize the 
issue that that will send, reviewing your written testimony, to the 
municipal bond markets and the fact that people may look at that 
investment as something where historically it has always been 
looked at as a secured investment, something that is going to keep 
the rates low because they are going to fulfill their obligations. 

So I am interested in talking to any of you. I guess I will start 
with Mr. Spiotto. 

H.R. 567 appears to be a solution that is on the table about re- 
quiring transparency on the issue of unfunded liabilities. 

Do you have any comments on H.R. 567? 

Mr. Spiotto. Thank you. 

I think transparency is always a good thing. And one of the 
things that the municipal market has striven for over the years is 
more and more transparency. One of the questions is what is the 
price or the cost of it. And as you mentioned, GASB 45 was helpful 
in bringing to the forefront that issue. And I think that municipal 
issuers have, over a long period of time, tried to make sure that 
the investors understood what the costs are. And so I think that 
bill is an interesting bill from the standpoint of providing some im- 
petus for more disclosure. 

Mr. Reed. I appreciate that. 

Professor Rauh, do you want to comment on that? 

Mr. Rauh. Yes. Well, I mean to comment on the bill, the Public 
Employee Pension Transparency Act, I think this is a critical step 
forward because, you know, if States are going to be running large 
hidden budget deficits and subjecting Federal taxpayers to the risk 
that in the future there will be requests for bailouts, then it is very 
important for the Federal Government and Federal taxpayers to 
understand just the size of the unfunded liabilities. And I think 
that the Public Employee Pension Transparency Act, H.R. 567, is 
a very critical step forward toward doing that, and it would cal- 
culate the liabilities the way that we calculate them. 
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Mr. Reed. I appreciate that input. 

Mr. Brainard, you said that one way that you would look forward 
to the States dealing with this issue is that they would renegotiate 
their relationships with their employees and employers with reduc- 
tion of benefits, increases in contributions. That would be a con- 
tractual renegotiation, would it not? 

Mr. Brainard. Representative, with respect, I don’t think I used 
the word “renegotiate.” 

Mr. Reed. How do you get to reduction of benefits, increases in 
contribution to deal with the problem that you are proposing to us 
as a solution that would deal with the issue? 

Mr. Brainard. The levels of protection, benefit levels and con- 
tribution rates vary by State. And in some States those levels of 
protections are more lax, and in other States they are more iron- 
clad. So to this point I am not aware of a State that has modified 
their benefit structure or financing arrangement that is in con- 
travention to the State constitution or statutes. Those States in 
which that is permitted, some have taken advantage of it. 

Mr. Reed. So what you are referring to is the State legislative 
makeup that allows the benefits to be redesigned legislatively? 

Mr. Brainard. Yes, sir. 

Mr. Reed. Okay. But in the collective negotiation contracts with 
employees, that would have to be reopened up, would it not? 

Mr. Brainard. Well, in cases where employees have the right to 
bargain collectively; for example, California, public employee 
groups, my understanding is last year a number of them provided 
concessions. 

Mr. Reed. So voluntary concessions that they would have to 
come to the table to deal with the issue. 

Mr. Brainard. Yes, sir. 

Mr. Reed. Okay. I see my time has expired. 

Thank you, Mr. Chairman. 

Mr. Coble. I thank the gentleman from New York. 

The Chair recognizes the distinguished gentleman from Illinois 
for 5 minutes. 

Mr. Quigley. Thank you, Mr. Chairman. 

Mr. Chairman, I sure don’t need to be convinced that this is a 
serious problem. I come from Illinois, which seems to compete with 
California to dive off the cliff like lemmings in not recognizing this 
as a serious problem. And I see it as, you know, years of neglect. 
And in Illinois, it is 20, 30 years of underfunding and having ridic- 
ulous rules about what people think they can do in providing, in 
some cases with all due respect, sweetheart deals to some folks 
that put this system in this vein. 

It wasn’t until the economic downturn that this really came to 
light. The economic downturn is blamed for this, but in reality that 
is only part of it. I mean, the symptoms were there and we weren’t 
paying attention. The economic downturn just made it so much 
more dramatic. 

And as part of the larger picture. State and local governments 
as a whole in terms of financial management or forgetting the story 
of Jacob in Genesis that during the 7 good years, you should save 
for the 7 lean years. So we know how we got there. 
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But there is some nuance here. This is my second hearing on this 
in less than a week. One more and I get a set of steak knives, I 
am told. But everyone seems to be kind of in the middle. There is 
not going to be a bailout and States need to recognize that and act 
accordingly. They need to reinvent themselves, streamline, consoli- 
date, and reform, including their pension plans. 

But to bankruptcy, I have just heard so many concerns within 
the bond market and among many others about the ramifications 
on that. 

So if I could start briefly with you, Mr. Fabian, you seem to 
speak of what is almost a contagion if there is not just bankruptcy 
but do you also see that potential if pension funds had something 
more than a big hiccup in terms of affecting the bond market not 
just in the 8 to 10 States that are problematic but beyond? 

Mr. Fabian. So the question is about an event happening within 
the pension funds? 

Mr. Quigley. Short of a bankruptcy. 

Mr. Fabian. Sure. 

Well, the municipal market right now — the issue of bankruptcy, 
the issue of a collapse is something that would affect the market 
regardless. The municipal market right now is particularly vulner- 
able because we have been under a fairly intense media assault, a 
warning of a looming collapse of the market. So this fear of bank- 
ruptcy is for sure attracting the attention of everyone in the mar- 
ket. Certainly all of our subscribers and probably many more. 

The idea of something outside of bankruptcy, I am not exactly 
sure what that might be but I am thinking of 

Mr. Quigley. Defaults? 

Mr. Fabian. On the pensions? 

Mr. Quigley. Well, some major financial hiccup in that vein. 

Mr. Fabian. The one thing — there is a study on 

Mr. Quigley. Payments on loans for those bonds. 

Mr. Fabian. The way that most States are set up — actually Illi- 
nois is an excellent example. For Illinois to actually — what Illinois 
does is they actually sequester cash about a year ahead for the 
debt service that is due over the coming year. And they have the 
access, the first access to all revenues of the State regardless of 
where they came from to fill up that fund. And that fund can’t be 
used for any other purpose. And it is a monthly set-aside. So and 
just in case the legislature doesn’t actually appropriate or the gov- 
ernor doesn’t appropriate, there are mechanisms to do it for them. 

So the risk of them actually defaulting on their bonds is ex- 
tremely low. It is hard actually to see the scenario in which they 
would. 

With Illinois, there is a study by the Boston College Center for 
Retirement Research which shows that, you know, were Illinois to 
just continue to underfund its pension, in 2022 to 2027, I believe, 
their cost of converting from a pension fund, which is a simply 
PAYGO system of pension funding, would increase the — it would 
cost about an additional 12 percent of the State’s budget. 

Mr. Quigley. I don’t mean disrespect. I am just short on time. 
We are all leaving. 
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To put that to you, Professor, the problem that Mr. Fabian talked 
about earlier to the bond market of bankruptcy and affecting all 
the States, not just the 8 to 10 who have been bad apples. 

Mr. Rauh. I think the risk is that we are referring to if there 
is no bankruptcy code introduced then the risk that one is looking 
at at that point is you know what happens if a few years down the 
line, you know, when some States have been relying even more on 
borrowing to fund pensions if the muni markets at that point say 
you know what, we have had enough of this and we are not inter- 
ested in buying the new bonds at an auction. 

And just to give a perspective, I mean if you look at bonds on 
Greek debt, you know, a month before the Greek crisis that erupt- 
ed in Europe and the European debt crisis, the spreads were really 
small over German bonds. Those bonds were trading very close to 
looking like German bonds. And then all it really took was a couple 
auctions where investors weren’t interested. And all of a sudden 
the rates spiked and then there was contagion. 

So I think the risk of contagion is there a bankruptcy code or not. 

Mr. Quigley. Thank you. 

Mr. Coble. The gentleman’s time has expired. 

The distinguished gentleman from Florida, Mr. Ross, is recog- 
nized for 5 minutes. 

Mr. Ross. Thank you, Mr. Chairman. 

Professor Rauh, from tone of what I have heard, I appreciate Mr. 
Brainard wishing us a Happy Valentine’s Day, I can just about bet, 
though, you are not on his Christmas card list. 

But more importantly, as I have read some of his reports, he in- 
dicates that on the whole State and local pensions are weathering 
the financial crisis and making measured changes to ensure their 
long-term sustainability. It goes on to refer to a study authored by 
you saying it promotes confusion by mixing apples with oranges. 
And then goes on further to also say that the method used to deter- 
mine future pension liabilities of States and localities is not recog- 
nized by governmental accounting standards. 

How do you respond to that. Professor? 

Mr. Rauh. Well, those governmental accounting standards are 
flawed in the perspective of finance, economics, and, frankly, com- 
mon sense. 

Mr. Ross. I guess what I am concerned about is that we are talk- 
ing about government pensions. But yet on the private side, is 
there more uniformity for regulating or evaluating private pen- 
sions? 

Mr. Rauh. There is more uniformity and that is because there 
is also more Federal involvement. I mean of course the Federal 
Government explicitly insures defined benefit pension plans that 
are sponsored by corporations. And you know part of the 1974 
ERISA legislation that introduced that insurance was that a regu- 
latory layer was also applied where companies had to calculate 
their liabilities using certain assumptions and they also had to con- 
tribute to the funds under certain pre-specified assumptions. 

With State and local pension plans, we are kind of operating 
under the idea that the States are on their own and therefore they 
haven’t been regulated up until now. And I think that the Public 
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Employee Pension Transparency Act recognizes that there is some 
systemic risk. 

Mr. Ross. So presently under the GASB, is there any statement 
of actuarial assumptions that must he made or disclosed by any- 
body who is accounting for the pension funds? 

Mr. Rauh. To be sure, there are some standards of practice that 
have to be followed. But there is also wide leeway. And in par- 
ticular, I think the biggest problem is the expected return on 
planned assets and being able to assume that because your port- 
folio made 8 percent in the past it is going to make 8 percent in 
the future and then to write down, reduce the value of your debts 
as a function of that. 

If I go to a bank and try to take out a second mortgage and the 
bank rejects my application, I can’t go back the next day and say, 
look, I rebalanced my assets and now I am holding more equities 
which are going to have a higher expected return in the future, you 
know, will you reconsider. 

Whereas for State and local governments, the fact that they can 
assume 8 percent returns in their portfolios allows them to reduce 
the value of the debts that they are stating to the public, and these 
standards misrepresent the value of the liabilities. They misrepre- 
sent how much State and local taxpayers owe to public employees. 
It is often beyond what is being set aside. 

Mr. Ross. As I understand it, there is no uniformity between 
States in terms of their accounting practices of their pensions. 

Mr. Rauh. Well, there are some frameworks that all of the States 
follow because they are voluntarily following the GASB rec- 
ommendations. But I mean to give you an example, I mean there 
is something under GASB called the actuarially required contribu- 
tion. But of course you know the State of New Jersey contributed 
5 percent to the actuarially required contribution to its teacher and 
police fund. So in what sense is that required. It isn’t really re- 
quired. 

Mr. Ross. It is a relative term. 

Mr. Rauh. I like to call it a recommended contribution. 

Mr. Ross. Mr. Brainard, the Public Employee Pension Trans- 
parency Act that we have talked about, you shouldn’t have any ob- 
jection to that, should you, or your members? 

Mr. Brainard. Representative Ross, we do object to it. 

Mr. Ross. I mean why? If it is going to make it more uniform, 
more accountable and, more importantly so that the pension recipi- 
ents are going to have some idea of what is being done with their 
plan and the posting of 20-year plan of the actuarial assumptions 
made, what would be wrong with that? 

Mr. Brainard. Representative, I understand the appeal on the 
surface. However, if you dig down a little deeper you will recognize 
that we believe, as has happened on the corporate pension side, the 
use of current interest rates, which is what this legislation pro- 
poses to measure public pension funding liabilities, introduces ex- 
treme volatility. 

Mr. Ross. More so than the discount rate now being used? 

Mr. Brainard. Yes, sir, absolutely. The purpose for the discount 
rate currently in place as promulgated by GASB is to promote — to 
oppose volatility and promote consistency in the funding level. And 
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we believe that the introduction of current interest rates makes the 
condition of the pension funds a condition more of current bond 
yields than the underlying dynamics of the plan itself. 

Mr. Ross. So you would assume then that the accountability of 
the government pension plan should remain status quo? 

Mr. Brainard. I think that government pension plans are ac- 
countable to the taxpayers in each of the States, sir. 

Mr. Ross. And not to a board. 

Mr. Brainard. Well, those 

Mr. Ross. An appointed board. 

Mr. Brainard. Representative, those boards are appointed by 
governors and legislative members and elected by — appointed by 
legislators and they work within a statutory framework that is ap- 
proved of course by every legislature. 

Mr. Ross. Would you recommend that any of your pension plans 
purchase any of the bonds issued by your States? 

Mr. Brainard. Representative, that is a very broad question. But 
there are many — my understanding of the municipal bond market 
is that there would be many prudent investment opportunities, yes, 
sir. 

Mr. Ross. Thank you. 

Mr. Coble. I thank the gentleman from Florida. And I thank the 
Members for staying with us to the last doll is hanged. I would be 
remiss if I did not extend Happy Valentine’s greetings to each of 
you. Thank you for your testimony. 

Without objection, all Members will have 5 legislative days to 
submit to the Chair additional written questions for the witnesses 
which we will forward and ask the witnesses to respond as prompt- 
ly as they can do so, so that their answers may be made a part of 
the record. 

Without objection, all Members will have 5 legislative days to 
submit any additional materials for inclusion in the record. 

With that, again, I thank the witnesses and those in the audi- 
ence, and this hearing is adjourned. 

[Whereupon, at 5:30 p.m., the Subcommittee was adjourned.] 
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Response to Post-Hearing Questions from Joshua Rauh, Ph.D., Associate Professor 
of Finance, Kellogg School of Management, Northwestern University, Evanston, IL 


Response to Questions for the Record for Re State Bankruptcy 

Professor Joshua Rauh 

1. What will he the impact of H.R. I’s cuts to discretionary spending have on states 
and local municipalities? 

I have not studied that issue or the bill, so I will decline to comment. 

2. Why is it that leading economists (such as Moody’s Mark Zandi) and conservative 
think tanks (such as the Cato Institute and the Manhattan Institute), believe that the 
states’ financial health is not in crisis and that, in particular, the states can manage 
their public pension obligations? 

There are aspects of state accounting that I believe give an obscured picture of 
their true financial health, such as their use of e.xpected returns on pension assets to 
discount liabilities. 


3. Please identify specifically what entities fund yonr research on the public employee 
pensions. 

Northwestern University is my employer since July 2009, and the University of 
Chicago was my employer from July 2004-June 2009. T am a research associate at the 
National Bureau of Economic Research (NBER) and a research fellow atNetspar 
(Netherlands) and have received financial support from these organizations. I have also 
received grants on this topic from the Zell Center for Risk Management at Northwestern 
University, the Rotman International Centre for Pension Management at the University of 
Toronto, the Brookings Institution, the Initiative on Global Markets at the University of 
Chicago, and the Global Association of Risk Professionals. 


4. Testifying before the Senate Banking Committee earlier this month, Mark Zandi 
stated the following: 

Odds that a state would default on its debt obligations are remote. 

The biggest and most hard-pressed states, including California and 
New York, have graduated income tax systems that produce 
significant revenue when the economy improves, as it should this year. 

States also have low debt loads, and their interest payments account 
for only a small percentage of their cash flow. 

What is your response? 

The states have substantial off-balance-sheet pension obligations that will 
start claiming an increasing share of tax revenue. The longer states wait to reflect 
the true costs of pension promises, the more they are effectively borrowing from 
public employees. 1 believe the most likely scenario is that states will request 
increased federal aid that will help them these obligations, and that it is that 
federal aid that reduces the likelihood of an outright municipal bond default. 


5. The Center for Economic and Policy Research concludes: 

In sum, most states face pension shortfalls that are manageable, 
especially if the stock market does not face another sudden reversal. 
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The major reason that shortfalls exist at all was the downturn in the 
stock market following the collapse of the housing huhhie, not 
inadequate contributions to pension funds. 

What is your response? 

Discounting at the Treasury yield curve, Robert Novy-Marx and 1 found 
that state pensions were underfunded by $2 trillion even before the crisis (see 
“The Intergenerational Transfer of Public Pension Promises,” NBER Working 
Paper 14343, September 2008). The 2008 financial crisis and following recession 
led to a deterioration of approximately $1 trillion in the funding status of state- 
sponsored pension systems. The downturn in the stock market is responsible for 
only one-third of the properly-measured shortfalls in the pension systems. 


6. What impact did the last two recessions have on pension trust funds? 

The 2008 financial crisis and following recession led to a deterioration of 
approximately $1 trillion in the funding status of state-sponsored pension systems. I have 
not studied the previous recession. 


7. Do yon agree that before these recessions, “state and local pensions were, in the 
aggregate, funded at 100 percent of future liabilities, ” according to the Center on 
Budget and Policy Priorities? 

Using the accounting provided by the state and local governments themselves, 
which I believe to be flawed, state and local pensions were in aggregate fully funded. 
Discounting at the Treasury yield curve, Robert Novy-Marx and I found that state 
pensions were underfunded by $2 trillion even before the crisis (see “The 
Intergenerational Transfer of Public Pension Promises,” NBER Working Paper 14343, 
September 2008). 

8. According to the National Governors Association, 30 states have made pension 
changes hetween 2005 and 2010. What impact will these changes have on pension 
trust funds? 

The vast maj ority of these changes only affect new hires. A typical change that 
affects new hires would be that the new hire has a somewhat higher retirement age or a 
somewhat lower cost of living adjustment. If contribution rates are kept constant, these 
changes do not affect the cash flow positions of the pension fund until the new hires enter 
retirement, so that one is unlikely to see any positive effects for decades. Furthennore, 
changes that affect new hires have in some instances been used as justification for 
reducing government contributions today, so that changes to benefits that affect new hires 
only can perversely harm the health of the pension funds in the near term. The A'mr York 
Times has reported that such techniques have been used in Illinois, Rhode Island, Texas, 
Ohio, Arkansas, and “a number of other places” (see “The Illusion of Pension Savings,” 
September 17, 2010, Atm' York Times). 


9. According to the Manhattan Institute, “More than half of all state expenditures go 
to Medicaid, K-12 public school aid and other transfer payments. These are the 
areas - not current pension bills or debt service - that have been the prime source of 
unsustainable and unaffordable spending growth in state budgets.” 


What is your response? 
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The growth in pension promises has come along with an increase in 
current cash spending on pension contributions that to my understanding has been 
smaller than the growth in cash spending on the other areas mentioned in the 
question. However, the growth in pension promises has resulted in a very large 
increase in off-balance-sheet state debt, and the need to service that debt in the 
future will absorb increasing amounts of state and local revenues. 

10. FitchRatings, a major ratings agency, says that by making bankruptcy available to 
states would cause it “to assess whether the eutity’s curreut ratiug should be 
maintained, as consideration of bankruptcy not only indicates severe financial stress 
but also a willingness to compromise the credit standing of bondholders through a 
bankruptcy filing.” 

What is your response? 

The question cites a rating agency’s comments on how its assessment 
procedures for states might change if state bankruptcy were introduced. I don’t 
have a response. 

11. We note that 3 of your 6 citations are references to your own publications. When 
one cites to oneself as a reference, isn’t that a self-fulfilling prophecy? 

My testimony is based on my academic research. T cited the papers so that those at 
the hearing would know what to read for further details on my methodology. 

12. In your paper “Are State Public Pensions Sustainable?,” you assume that no future 
state or local goverument contributions go toward amortizing the current unfunded 
liability. This assumption, in turn, helped lead to your conclusion that “many states 
systems will run out of money in 10-20 years.” However, standard practice among 
public plans is to amortize unfunded liabilities in the contributions, and many states 
have constitutional or statutory requiremeuts that the full coutribution be made. 
Therefore, on what basis did you assume uo future coutributious would go toward 
amortiziug unfuuded liabilities? 

Total contributions in aggregate across the country during 2006-2008 were 
roughly equal to or somewhat less than our best estimate of new benefit accruals. So in 
aggregate there has been little progress in paying off unfunded liabilities. That is because 
many states are not following the rules referred to in the question: approximately 45% of 
state government systems we studied paid less than the full Actuarially Required 
Contribution (ARC) in 2009, 40% paid less than 90% of the ARC, and 25% paid less 
than 80%. Finally, to pay down unfunded liabilities under these rules will require very 
substantial tax increases or spending cuts in other budget areas, and the study illustrates 
what is likely to happen in the absence of those substantial spending cuts or tax increases. 


13. Local government tax revenues and non-tax revenues from various fees account for 
nearly half of all state and local revenues. 

Why did you not include these in your calculations when you compared state and 
local pension obligations to state revenues? 

We compared plans sponsored by state government entities to state level 
revenues, and plans sponsored by local government entities to local level 
revenues. The issue raised in the question is that sometimes state-sponsored plans 
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are aggregates of local employee plans that may receive local funding. One could 
re-allocate some of the state costs to the local level, but that will make the local 
liabilities look much worse relative to local revenues. 

14. As everyone knows, changes in the market valne of assets and interest rates have an 
effect on pension liabilities. Your findings were based on values at a time when 
markets and interest rates were very low. Since then, both the market valne and 
interest rates have increased significantly and are expected to continue that trend. 
Are you prepared to correct your findings based on current and expected future 
values? 

Our findings on the present value of pension liabilities were measured as of June 
2009, a time at which the levels of interest rates on Treasury securities were very close to 
those as ofFebruary 201 1 (for example, the lO-year yield was 3.6% on June 30, 2009 and 
it was 3.5% on February 28, 2011). On the asset side, there has been an increase in asset 
values that has made up some of the losses during the financial crisis, which to the best of 
my understanding might have restored about $0.5 trillion of the $3 trillion in unfunded 
liabilities. This is not a matter of “correction” but rather a matter of updating for recent 
developments, which were not predictable. 


15. Mr. Fabian says that legislating state bankruptcy would disrupt the current 
municipal bond market and cause interest rates for longer maturity bonds to rise by 
10 to 20%. 

What is your response to that statement? 

I have not studied this issue, so I will decline to comment. 

16. Mr. Fabian says that the impact of having a state bankruptcy law could put 
“upward pressure on state and local taxes, [and] downward pressure on spending 
and state employment.” 

What is your reaction to that statement? 

I have not studied this issue, so I will decline to comment. 

17. Mr. Fabian says that the impact of a state bankruptcy law would affect all states - 
including those with well-managed pensions and budgets - and they would have to 
“pay a substantive penalty when coming to market for new loans.” In addition, he 
says that municipal governments would also suffer, as their local governments are 
deeply intertwined with the management of tax collections, spending and borrowing 
programs, and mandates. 

What are your thoughts regarding these observations? 

1 have not studied this issue, so 1 will decline to comment. 

18. Using Illinois as an example, Mr. Fabian concludes that it is “very hard to see ANY 
problem with payment of debt service on the state’s long term debt, even under the 
most strenuous or long-term scenarios being played in the media.” 

What is your response? 

Illinois faces serious fiscal challenges, and in my view the more 

“strenuous” scenarios would indeed challenge its ability to service its debt. 
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19. In your paper “Are State Public Pensions Sustainable?” you assume that future 
state and local government contributions will be sufficient only to pay for benefits 
accrued going forward, and none will be used to pay off unfunded pension liabilities. 
What is the basis for this assumption? Also, how would this contribution pattern 
compare with contributions state and local governments have been making in recent 
years, on a national basis? 

Same answer as question 12. 


20. In your paper “Are State Public Pensions Sustainable?,” you compare pension 
obligations of both states and local governments, with the tax revenues of states 
alone, ignoring local government tax revenues and state and local revenues from 
fees and other charges, such as tuition, parks, and others. Yet non-tax revenues 
account for nearly half of all state and local revenues. Why do you compare, for 
many states, unfunded pension liabilities attributable to political subdivisions with 
tax revenues of states only? Do you believe this comparison is fair, and if so, on what 
basis? Also, why does your comparison exclude non-tax revenue sources? 

The figures you refer to examine state-sponsored pension systems relative to state 
revenues. We also examine locally-sponsored pension systems relative to local revenues. 
If one wants to attribute the state-sponsored teacher pensions to local governments, then 
the problems of the local governments (cities and counties) will look substantially worse. 


21. Since you published your papers projecting the insolvency of state pension funds 
and estimating unfunded state pension liabilities at S3-i- trillion, certain important 
factors have changed: many states have made changes to their pension plan designs 
and financing arrangements, and the market value of pension fund assets has risen 
significantly. Considering the dramatic findings and projections of your papers, the 
publicity and attention they have received, the magnitude of the increase in pension 
asset market values since you measured them, and since you believe that pension 
plans should be measured on the basis of their market — not actuarial — value of 
assets, would it appropriate to update your findings in these papers to incorporate 
these changes? If your answer is yes, do you intend to do so? If your answer is no, 
why not? 

As new data becomes available, it is appropriate to update the calculations of 
unfunded liabilities. The data of the systems are released with substantial time lags. Even 
including recent asset performance, my best estimate is that state and local plans 
combined are still underfunded by roughly $3 trillion. 


22. Do you believe that public pension plan contribution rates should be determined 
and required to be made on the basis of a risk-free investment return? If your 
answer is yes, do you agree that such contribution rates would become highly 
volatile in response to changing interest rates, leading to public sector budget 
volatility and uncertainty? 

Yes, public pension plan contribution rates should be detemiined and required to 
be made on the basis of a risk-free investment return. If the assets in the fund are invested 
in assets that are sensitive to those same interest rates then there would be little volatility 
in the plans’ funding status and in required contribution rates. Investing the trust funds in 
risky securities is by far the leading cause volatile contribution rates. 
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23. Can you reconcile why state and local government pension plans should use a 

discount rate that is lower than rates used by corporate pension plans, which would 
result in higher public pension liabilities and costs, under equal circumstances, than 
their corporate counterparts? Stated differently, what practical sense does it make 
to require public pensions to have more unfunded liabilities and to cost more, than 
corporate plans, under identical circumstances? 

The regulatory and practical circumstances for public pension systems and 
corporate pension systems are completely different. Financial accounting rules have firms 
using corporate bond rates because the company gets to transfer the pension obligations 
to the US government in the case of bankruptcy. Not so for state and local governments. 


24. Do you agree that state and local policymakers must consider multiple risks, in 

addition to pension fund investment risk, and that requiring the use of a risk-free 
investment return would introduce other types of risk that policymakers must also 
consider and manage? If not, why not? If so, what risks would be introduced as a 
result of the adoption of a risk-free investment return, and how should 
policymakers address those risks? 

Funding at risk-free rates and investing the assets in securities that more closely 
matched the liabilities of the pension systems would decrease financial risk associated 
with pension funds. 


25. The imposition of federal regulations and FASB standards onto corporate pension 
funds has, by most accounts, been a major factor in corporations abandoning their 
pension plans, in lieu of defined contribution plans. Do you believe that the Public 
Employee Pension Transparency Act would have similar results for pensions 
sponsored by state and local governments? If not, why not? 

The Act would lead to a proper reflection of the costs of making defined benefit 
pension promises to public employees. Some taxpayers might respond by demanding that 
more money be set aside to fund these promises today to ensure that we can continue to 
provide pensions to public employees at current levels. Others might respond with 
proposals that the retirement plans offered to public workers become less expensive, 
which could include the use of defined contribution plans either in addition to or in place 
of defined benefit plans. Voters will have to decide which of these two options they 
prefer. The alternative of pretending that the plans are less expensive than they are is not 
a viable option. 


26. You have recommended that states and local governments close their defined 

benefit plans in lieu of defined contribution plans. Do you agree that the onset in 
defined contribution plans as the nation’s predominant retirement benefit has 
contributed to the retirement crisis many believe this nation now faces? If you 
disagree, what consequences have there been of the reduction in the portion of the 
private sector workforce with access to a traditional pension plan? If you agree, do 
you believe it is good retirement policy to close traditional pension plans for 
employees of state and local government? 

If state and local governments are unwilling to embrace proper cost measurement 
for defined benefit pension plans, then the defined benefit model as implemented by them 
will ultimately harm society on a number of dimensions. Not least of these is that the 
repayments of the debts to public employees will crowd out public spending on essential 
public services. The defined contribution model as implemented by corporations has also 
had flaws, but there are better models such as the Federal Thrift Savings plan, or 
collective defined contribution schemes used in some parts of Europe. 
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ANSWER TO Questions Raised by the House Judiciary Committee 

Question #1. If state bankruptcy relief was available, would that prevent a state 
from pursuing federal funding either as an alternative to bankruptcy or, like GM or 
Chrysler, to fund a repayment plan under the protection of bankruptcy? 

The availability of bankruptcy under a federal statute would not prevent a state from 
pursuing or requesting federal financial assistance for a resolution of its problems. For example, 
if you take the case of New York City in 1975, there had been changes made to the Bankruptcy 
Act at that time to try to accommodate a New York City filing, but New York City chose to 
request financial assistance from the federal government at the beginning of the fiscal crisis. 
President Ford refused. New York City worked with the New York State Legislature and 
developed the Municipal Assistance Corporation which provided oversight and financial 
guidance to the City of New York helping the City of New York better assess its financial 
condition, appropriately address unnecessary expenses, deal with necessary revenues, rectify 
accounting issues, refinance debt which became due and owing and use the credit of the state to 
help back the refinancing of that debt. As we all know, the successful efforts of the Municipal 
Assistance Corporation and New York City from 1975 forward worked. In fact, after the 
Municipal Assistance Corporation came into place and appropriate accounting and financial 
reforms had been established, the federal government did provide assistance due in no small part 
to the fact the state and city had taken corrective action and the funding was constractive and 
would not lead to the waste of funds on an unresolved situation as opposed to helping a situation 
improve. The GM and Chrysler bankmpteies are obviously unique simations where the federal 
government took an active role, either as a shareholder or the funding source. The direction 
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provided by the federal government in those bankruptcies would be difficult, if not impossible, 
with regard to a state bankruptcy proceeding for a number of reasons including: (1) the fact that 
the federal government and each state are co-sovereign and (2) the fact that, even as recognized 
for municipalities in Sections 903 and 904 of the Chapter 9 of the Bankruptcy Code, the federal 
bankruptcy court and federal government cannot limit or impair (a) the power of the state to 
control a municipality by legislation, (b) the political or governmental powers of such 
municipality including expenditures or any property or revenue of a municipality or its use and 
enjoyment of any income producing property. Accordingly, the ability of the federal 
government to take an active role in the restructuring or to influence the result of a state 
bankruptcy (unless on a voluntary basis with the state), would raise issues of adversely affecting 
the sovereign nature of the state. 

Question #2. Are you aware of any Chapter 9 case that was filed solely because of 
the debtor’s pension obligations? 

The only Chapter 9 that has been filed recendy that I know was caused by obligations to 
pay pensions along with other financial difficulties was Pritchard, Alabamaf There, given the 
laws of Alabama and the requirements of funding, the town of Pritchard has pension obligations 
that it cannot afford and does not have revenues sufficient to pay for such obligations. Even if it 
were to go through a Chapter 9 successfully and adjust those debts, it does not appear that 
Pritchard would have the ability in the future to raise enough revenues to pay the pension 
obligations going forward unless Pritchard drastically reduces the obligations and number of 
public workers. Actually, Pritchard has filed Chapter 9 twice in the last 11 years, once in 1999 

I Kelly Nolan, Alabama City’s Bnukruntfrv A Harhinpf'r of Pf'iuifin Wnev Dow Jones New'sw’ires, May 13, 

2010, available at ww'w.djncw'splns.com. 
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and again in 2009. The City of Vallejo did not file solely because of pension obligations, but 
rather, because of labor costs that were not affordable and sustainable. In Vallejo’s currently 
filed Plan of Adjustment, Vallejo intends to make the payments to its retirees and to Calpers. 
Another interesting example is the San Jose School District, which filed for Chapter 9 in 1983 
because of an “unfavorable arbitration” with its teachers with increased costs which the School 
District claimed it could not afford. The School District proceeded, while in a Chapter 9, to 
continue discussions with teachers and representatives, worked out a resolution that was 
affordable from a revenue standpoint by the School District, resolved the dispute and dismissed 
the Chapter 9. Generally, municipalities filing for Chapter 9 to date have been related to the 
inability to pay costs and expenses or an extraordinary financial obligation related an event or 
judgment entered by a court and therefore the need for relief. This type of financial problem has 
arisen, for example, out of unsustainable operating costs or a judgment entered because of a 
policeman firing at a suspect and hitting a citizen and having a large award entered against the 
municipality (South Tuscon, Arizona) or judgments entered against Boise County, Idaho, which 
filed a Chapter 9 proceeding on March 2. 201 1^, where a jury awarded a development firm $4 
million plus attorneys fees over a claim for violation of the Federal Fair Housing Act in handling 
of a developer’s proposal to building a 72 bed residential treatment facility for teens. 

Question #3. What impact would the availability of state bankruptcy relief have on 
- the availability of credit? The cost of credit? 

The availability of state bankruptcy is a concept which presently has not been put into the 
calculus used to assess the creditworthiness or cost of the state borrowing, and the introduction 

7 KaLy Moeller, Boise County Filt'x fnr Btmkruntrv . Idaho Statesman, March 2. 2011, 

hup;//www. idahoslatcsman.com/2011/03/02/. 
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of that alternative would create additional issues regarding what is the right pricing, cost and 
access to the market for state governments. As you know, interest is a function of the ability to 
repay and an assessment of all of the risks for states. To date, the market has not included as one 
of the alternatives available to a state if it has financial difficulties the ability to go into a federal 
bankruptcy proceeding. That ability to go into a federal bankruptcy proceeding will be viewed in 
the marketplace as a negative and will affect pricing and possibly access to the market as to how 
much or what limits might be placed on tbe ability to borrow. As you know, no state has 
defaulted on general obligation bonds since the late 1800’s with the exception of Arkansas in 
I930’s. As indicated in the popular press, in relationship to consideration of states being able to 
file for bankruptcy, many market participants have raised concerns and, especially at this time, 
when the municipal bond market has experienced in excess of over $40 billion of withdrawals 
from bond funds by individual investors over the last few months because of concerns about 
local government creditworthiness, state access to bankruptcy would not be viewed as 
constructive in the debt market. Recently, the State of Indiana considered Senate Bill 105^ 
which provided that political subdivisions and certain creditors may file a petition with an appeal 
board seeking a designation of the political subdivision as a distressed political subdivision. The 
Bill provided certain oversight, financial review and financial rehabilitation by a financial board, 
which included the power to authorize the filing of a Chapter 9 proceeding by the local 
governmental body. Indiana had previously not specifically authorized its municipalities to file 
for bankruptcy and, therefore. Chapter 9 was not available to them (at least since 1995 and the 
change in the Bankruptcy Code). This provision in the Bill created enough concern and issues 


S.B. 105, 117lh Leg. (Ind. 2011). 
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that it prevented the Bill from being able to pass both houses in Indiana and become law^^. The 
Senator who sponsored the Bill has promised to reintroduce the legislation next January. The 
concern in the market and those who purchase debt of local governments in Indiana is the effect 
such legislation would have on them and the purported fear that it will increase costs of 
borrowing and decrease access. In fact, some major purchasers of local government debt of 
Indiana had raised concerns about the ability to file a Chapter 9 as opposed to working through 
the financial problems, as numerous municipalities have in the past, and resolving those 
difficulties without the adverse effect of eliminating debt obligations. 

Question #4. Mr. Fabian says that legislating state bankruptcy would disrupt the 
current municipal bond market and cause interest rates for longer maturity bonds to rise 
by 10 to 20% . What is your response to that statement? 

I believe the statement by Mr. Fabian is correct. If you look at current interest rates of 
3% to 4% for municipal obligations, depending upon the credit rating, 10% would be 30-40 basis 
points, 20% would be 60-80 basis points. That is not dissimilar to the increased interest rates 
that California communities experienced after Orange County filed for Chapter 9 in 1994 when 
there was a fear that the actions taken by Orange County (which was not perceived to be truly 
insolvent but rather unwilling to pay) might be a trend that other California municipalities and 
local governments would follow-^. (See Exhibit A chart on Chapter 9 filing 1980-2011 by year 

^ IDan Carden, House Strips Bankruptcy Option for Distressed Govemments . McClaLchy-Tribune 

Information Services, April 21, 2011 avmlabic at wwwjslockanaJyst.corn/business/news/5082039; Dan 
Carden, Legislature Does Not Act on Tool to Help Broke. Local Governments . The Times, Munster, 
Indiana, April 30,2011 available at www.nwitimes.coin/news/local/govt-and-politics. 

^ See generally, James Granelli, OC Bankruptcy Affects Others Borrowing . LA. Times, Oct. 11, 1996; 

California Debt Advisor) Commission, 1995. 
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and by state). Ultimately, there was no significant increase of Chapter 9’s filed in California or 
elsewhere and that temporary interest bubble returned to a more normal rate. Clearly, when 
Orange County issued its debt two years after filing, as part of its exit from bankruptcy, it paid a 
price consistent with this principle**. 

Qnestion #5. Mr. Fabian says that the impact of having a state bankruptcy law 
could put “upward pressure on state and local taxes, [and] downward pressure on 
spending and state employment.” What is your reaction to that statement? 

I generally agree with what Mr. Fabian has said. One of the issues raised by the access to 
bankruptcy is whether the credit markets will restrict the amount of borrowing and also increase 
the cost. The net effect of restricting the amount of borrowing and increasing the cost means that 
more tax dollars per dollar borrowed would go up while the number of dollars that could be 
borrowed for essential governmental services and infrastructure improvements would be limited. 
As you know and as the attached Exhibit B indicates, since 1949, whenever there has been a 
economic downturn, part of the recovery, i.e. the year over year increase in employment and 
increase in GDP is attributable to increased borrowings by state and local governments to pay for 
essential governmental infrastructure improvements which has helped employ those who are not 
employed and increased the economic activity in the region and state. 

Question #6. Mr. Fabian says that the impact of a state bankruptcy law would 
affect all states - including those with well-managed pensions and budgets - and they would 
have to pay a substantive penalty when coming to market for new loans. In addition, he 


Mark Baldassarc. When Government Fails: The Orange County Bankruptcy . 180 (1998). 
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says that municipal governments would also suffer, as their local governments are deeply 
Intertwined with the management of tax collections, spending and borrowing programs, 
and mandates. What are your thoughts regarding these obscivations? 

If states were authorized to voluntarily file for protection under a federal bankruptcy law , 
even those states that are well-managed and have met their obligations to reduce expenses and 
have increased revenues so that they don’t have budget deficits currently would have to explain 
what the effect might be of that legislation. Since bond indebtedness is repaid over a 20-30 year 
period, it is the long-term ability to repay that is of significant concern to the market. A state that 
may be in very good financial health today might, in 20-30 years, be in a different situation 
because of changing economics and local market conditions and changes in the fate of its local 
businesses and ability to generate increased business activity and employment opportunities for 
its citizens. Because of that, no state would be immune or be given a pass from explaining how 
it would deal with it and possibly many states would at least say that they don’t intend to ever 
avail themselves of that remedy, which might fmstrate the very purpose and interests of the 
legislation. As you know, both the National Governor’s Association and the National Council of 
State Legislatures have stated they do not believe states need federal bankruptcy legislation at 
this time. If the state bankruptcy legislation is enacted into law, there may be good faith pledges 
made by states not to use or avail themselves of that legislation in order to calm or assuage these 
concerns. If some states pledge not to file and others are silent or possibly more judicious in 
what they say, that could lead to a penalty being put on those states who do not disavow the 
ability to file for bankruptcy. The net effect of that would probably be increased borrowing costs 
for those who do not disassociate themselves from the ability to file for bankruptcy. We should 
note that there presently isn’t any good analysis or study as to whether the states that have not 
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authorized their municipalities to file for Chapter 9 have received any significant benefit in the 
market as far as borrowing costs or access. As noted in our testimony, only 15 states specifically 
authorized the filing of Chapter 9 for their mnnicipalities, and 9 states have conditional 
authorization for filing based upon approval of a state official or state entity. (See Exhibit C 
attached). It is also true that if a state were to file a Chapter 9, the relationship between the state 
and its local government, the ability to continue to funnel tax revenues collected by the state or 
collected by the local governments to the state or from the state to the local governments might 
be impaired without some effort to address that issue similar to the “Special Revenues Concept” 
that are already in Chapter 9 for municipalities. Accordingly, such collection and payment of 
those tax revenues where the governmental body acts as a conduit for payment to another 
governmental body would be unaffected by a bankruptcy proceeding. As you may be aware, the 
notion of “Special Revenues” was incorporated into the Bankruptcy Code based upon the 
experience of Cleveland in 1978 and 1979'^, while under financial distress, of not being able to 
obtain financing from traditional sources because of fear that any pledge of revenues could be 
voided in a Chapter 9 filing. If the municipality were to provide Special Revenues, which is a 
pledge of certain revenues derived from a municipal enterprise or a specified tax source, as 
defined in the Bankruptcy Code, that pledge of revenue, just like statutory liens, is not affected in 
a Chapter 9 and therefore is immune from any impairment in a bankruptcy proceeding. The 
market has taken comfort based upon that legislative history and understands pledges of Special 
Revenue and statutory liens would be unaffected by a subsequent bankruptcy filing which 
therefore provides more availability and protection to municipalities especially in times of 
financial distress. 

.Tames R. Spidlto. A History of Modern Miimcinal Defaults in The Handbook of Municival Bonds . D. 71 1 

(Sylvan Feldstein, Frank Fabozzi, ed. 2008). 
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Also, we are in the process of doing a 50 state survey to provide a general overview of: 
(1) the protections, remedies and limits that state legislatures have provided over the years to 
permit assistance in times of financial distress and (2) guidelines that have been enacted to limit 
the ability to tax and the amount of debt that can be obtained by municipalities and the states. 
We are still in the process of finalizing the survey, but we thought you might be interested. A 
preliminary assessment follows: 

Virtually all State have some statutes providing for: 

• Ability to refund. (All States have some provision for Refunding Bonds). 

• Appointment of receivers (at least 43 states). 

• Mandamus or remedies upon default to require payment of debt or levying 
taxes. (All 50 states have mandamus and at least 21 states have some 
provision for foreclosure and at least 1 8 states have other remedies). 

• Statutory liens or Special Revenues. (All 50 states have some form of 
Special Revenue and at least 27 states have statutory liens.) 

Active financial supervision or financial review (over half of the States): 

At least 2 - Debt Advisory Commission. 

At least 8 - Statutes providing for debt compromise or adjustment process and 
intercepts for payment. 

At least 15 - Active technical assistance, grants, loans, budget review. 
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At least 19 - Financial control boards, refinance authorities and active outside 
supervision and review. 


Every state has some form of limitation on taxes or debt or a combination of both. 
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EXHIBIT A 
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EXHIBIT B 
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EXHIBIT C 
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Response to Post-Hearing Questions from Matt Fabian, Managing Director, 
Municipal Market Advisors, Westport, CT 


Questions for Matt Fabian 

1. What will be the impact of current Republican proposals to slash discretionary 
spending by up to $100 billion have on states and local municipalities? 

Spending cuts will have an incremental, negative impact on economic growth. As 
revenues have improved, states and local governments are still facing persistent budget 
deficits, now driven by spending pressure. This comes from: I) higher federal mandates 
and programs like Medicaid; 2) the repayment of one-time borrowings and budget 
gimmicks used over the last 3 years; and 3) a return to regular trend spending. Further 
cuts to state and local aid will worsen budget balance and extend the impact of the 
national recession. 

2. According to the National Governors Association, “The mere existence of a law 

allowing states to declare bankruptcy only serves to increase interest rates, raise the 
costs of state government and create more volatility in financial markets.” 

What is your response? 

This is absolutely correct. 

3. Are state pension obligations the greatest financial challenge that states face? 

1 do not believe so. Medicaid is far larger, and will consume a greater share of state 
revenues in the long term. Pension funding issues exacerbate long term revenue and 
expense imbalances that are building as the US economy slows. States will be hard 
pressed to maintain regular service provision and stakeholder equity in the face of long 
term declines in revenues. 


4. Do the states have sufficient tools to implement cost effective savings to avoid a 
financial crisis? 

States have full control over the lions share of their budgets, and have the option to raise 
taxes — which we see as an inevitable solution, regardless of ideology. However, 
willingness to use these measures is in question: a trend that will only worsen if anti -tax 
sentiment continues to grow in the electorate. 

5. In your prepared statement, you express severe concerns about the impact a state 
bankruptcy law would have not only on states with significant pension obligations, 
but also on all states and their municipalities in the form of higher interest rates. 

Do you know why others strongly favor the enactment of a state bankruptcy law? Pursuit 
of state bankruptcy in Congress appears to be a short-sighted political maneuver to 
punish the citizens in states perceived as “profligate” like California and Illinois. 
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6. You appear to disagree with Prof. Rauh’s dire prediction of the states’s financial 
distress. 

What accounts for your difference of opinion? Professor Rauh is relying on static 
projections of assets and liabilities; in reality, states will adjust and modify their revenue 
and spending programs to accommodate pressure from pension funding issues. The long 
term costs are undeniable, but there is no reason to believe that these will trump regular, 
prudent management on a year-to-year basis by state managers. 

7. What would be the impact of forcing a state to convert its defined benefit plan to a 
defined contribution plan? 

On an immediate basis, it could worsen the economics of existing defined benefit plans 
as these lose a source of income from new employee benefits. Longer term, defined 
contribution plans transfer the risk of retirement affordability to the employees and, by 
extension, to the country’s economic base. I am unaware of statistics showing that 
defined contribution funds are invested more efficiently or effectively than defined 
benefit funds; thus the issue is one of who carries the risk of underperformance or 
financial inadequacy. 

8. On page 7 of your prepared statement states: “In our opinion, the impact of 
diminished retiree financial resources on a consumption-based economy like our 
own is likely to have more dramatic ramifications for the private than the public 
sector over the next several decades.” 

Could you please elaborate on this observation? 

I believe that public pensions have come under scrutiny because these have a 
denominator: how much is owed versus how much they have. By contrast 40 Iks and 
other defined contribution plans have been allowed to substantially lag the needed 
investment to keep their beneficiaries solvent through retirement. As more citizens retire 
with depleted house values and depleted 401ks, consumption will decline by definition; 
there are serious deflationary effects to this. It could instead be that defined benefit public 
pensioners are a major source of economic “stimulus” as these individuals will be 
relatively better funded and able to consume post retirement. 

9. Do you have any thoughts with regard to Mr. Spiotto’s Public Pension Funding 
Authority? 

As usual, Mr. Spiotto has provided excellent ideas for a potential solution; I support his 
program, in particular that it is voluntary, which does not impinge on state sovereignty in 
finding adequate solutions to these issues. 
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Response to Post-Hearing Questions from Keith Brainard, Research Director, 
National Association of State Retirement Administrators, Georgetown, TX 


Questions for Keith Brainard 

1. What will be the impact of current Republican proposals to slash discretionary 
spending by up to SI 00 billion have on states and local municipalities? 

To be clear, state and local retirement systems are solely the fiscal responsibility of the 
states and localities. It is my understanding that no state or local government retirement 
system has asked for Federal financial assistance. 'Fhat said, the recession has negatively 
impacted revenues collected by stales and local governments, which rely heavily on sales 
and property taxes. Employment by stales and local governments has declined steadily 
since 2008, and is now lower by some 500,000 from its level in September 2008. do the 
extent that a reduction in discretionary spending reduces federal commitments to shared 
programs and other direct payments to states and local governments, that reduction would 
likely exacerbate the fiscal challenge slates and local governments face. 

2, Professor Rauh asserts that at least 7 states, even assuming an 8% return on fund 
assets, will only have sufficient funding to pay already promised benefits at least 
until the year 2020. And, to address this shortfall, substantial contributions to these 
pension trust funds will have to be made over the next 15 years to pay for these 
legacy liabilities. 

What is your response? 

Professor Ranh's projections are flawed in two respects: first, they ai’c based on tlic 
depressed market value of assets in 2009, before rising capital markets increased the 
value of public pension assets. Second, Professor Rauh's projections assume that state 
contributions will be improbably low. Specifically, he projects that states will contribute 
nothing to pay off their unfunded pension liabilities. 

Please see the attached issue brief, "Strong Investment Gains and Legislative Changes 
Speeding Public Pension Recovery,” which describes tlic strong gains in assets public 
pension funds have experienced since their low point in 2009. As the brief points out, 
public pension asset values grew by nearly one-fourth from June 2009 to the end of 20 10, 
and have growii further in 201 1 . 

Also, most public pension plan sponsors have a record of paying all or most ofthe cost to 
amortize their unfunded pension liabilities. From FY 01 to FY 09, public pension plans 
received an average of 91 percent ofthe cost of their Annual Required Contribution. 
Although there arc some states (and cities) that have chronically failed to pay their 
contributions, most pension plan sponsors have made a good faith effort to honor their 
contribution requirements. Professor Ranh’s projection that every state will fall woefully 
short of its contribution requirement is unrealistic, unfounded and contraiy^ to actual 
experience. 

Those state and local retirement funds whose investment returns continue to exceed 
expectations (see attached issue brief on state and local investment return assumptions). 
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and conlinue to make all or nearly all oflheir required conlribulions (on average they 
have been 91% since FY 01), by definition, will never be exhausted. 

For the seven states Professor Rauh idenlilied as having assets that would be exhausted 
by 2020, most, in fact, have more than an additional decade belbre they are projected to 
run out of assets. This provides much more time to make changes. For example, Rauh 
indicates that Oklahoma will exhaust pension funds in 2020. How^ever, when the Center 
on Retirement Research at Boston College made a comparable exhaustion calculation 
based on an ongoing plan using the same discount rate as that used by Professor Rauh, 
the Oklahoma PERS fund is found to have suflicient funds to last until 2062, without 
making any plan changes and making only the plans’ normal cost contribution. 

3. Professor Rauh claims that if states ti^' to cover the unfunded portion of pension 
shortfalls from current revenues, benefit checks will in most cases consume 20 to 
50% of general tax revenues for those entities and without significant tax increases, 
pension payments will make it virtually impo.ssible for state governments to provide 
essential services and to service their other debt.s. 

What is your response? 

Please see the response to Question 2, above, including tlie reference to the issue brief, 
Wc believe that the basis of Professor Rauh’ s projections that state pension funds will be 
exhausted in the near-term, thereby forcing the use of current tax receipts to pay for 
pension benefits, to be unfounded. 

Please find the attached NASRj\ Issue Brief titled, ‘‘State and Local Government 
Spending on IHiblic Employee Rciircmcni Systems.” This brief reports that in FY 2008, 
pension contributions accounted for less than three percent of total spending by states and 
local governments. A recent study by the Center for State and Local Government 
Lxccllcncc and the Center for Retirement Research reported that spending on pension 
contributions would need to rise only modestly, to ai'ound five percent, to continue to 
fund pension benefits, this study also found that even if rates used by public plans to 
discount liabilities were reduced signilicanlly, overall slate and local government 
spending on pension contributions would remain less than 10 percent. 

Moreover, Professor Rauh’s projections for the portion of “general tax revenues” that 
pension benefits putatively would consume, inappropriately exclude the large portion of 
state and local revenues derived from non-tax sources, such as fees for services, tuition, 
federal assistance, etc. Professor Rauh’s sole focus on “general tax revenues,” to the 
exclusion of other revenue sources, results in a distorted and unrealislic depiction of the 
state and local revenue situation. 

For additional insight into Professor Rauh’s claims regarding the effects of revenue 
shortfalls, please sec responses to Question 14, below. 

4, What would the costs that would be entailed should a state convert Its defined 
benefit pension plan to a defined contribution plan? 
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I'he cost of converting a stale defined benefit plan to a defined contribution plan would 
depend on a number of factors, listed below-. Generally, studies have found that such a 
switch would increase — not decrease — costs to the state, at least in the near-term, ifnot 
also the long-term, Studies identifying these costs have been completed in recent months 
in Miimcsota, Nevada, and Kansas. 

The factors that w'ould determine the cost of switching from a DB plan to a DC plan 
include the funding condition of the defined benefit plan, and specifically, the cost of 
amortizing its unfunded liabilities; the demographic composition of the pension plan’s 
participants; and the employer contribution rate to the new' defined contribution plan. 

In addition to the actual conversion costs involved in moving to a DC plan, states and 
local governments would forgo efficiencies embedded in DB plans that enable them to 
deliver the same level of retirement income at nearly onc-half the cost compared to a 
defined contribution (DC) account. The National Institute on Retirement Security 
documented in its paper, ‘‘'Bigger Bang for the Buck” that a defined benefit plan can 
provide a worker earning $50,000 at retirement age with a lifetime income of about 
$26,700 at a cost of 12.5% of payroll each year w hile the defined contribution plan 
would require much higher contributions - 22.9% pf payroll each year. 

5. The National Association of State Retirement .Administrators observes that states 
and localities contribute less than 3 % of their total spending to pensions. 

In light of this fact, why do some claim that states are facing a fiscal crisis 

because of their pension obligations? 

Pension contributions as a percentage of state and local spending vary among states, from 
less than one percent to more than Ibur percent. In the walce of market declines that took 
place in 2008-09, additional revenue is needed to amortize the increased shortfall 
between assets and accrued liabilities. 'I'he result is that pension contributions for many 
plan sponsors are rising w'hile state and local government revenues arc stagnant or 
declining. Meanwhile, other demands for public spending arc also rising, 'I'hus, despite 
the relatively small portion of total state and local government spending that is committed 
to pension contributions, even small increases in the midst of a difficult fiscal situation 
can be challenging, llow'ever,- states are not facing a liscal crisis because of their pension 
obligations. 

Pension costs remain a relatively small portion of spending for most states and local 
governments; and some who have an ideological opposition to government sponsorship 
of pension benefits may be using the downturn in investment markets and economic and 
("iscal conditions as an opportunity to terminate these retirement plans for employees of 
stale and local government. 

6. W hat types of mea.sures can states undertake to address their fiseal and budget 
problems? 
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NASRA does not believe it is appropriate to suggest how public pension plan sponsors 
might address their fiscal and budget challenges. We do believe that states should (and 
most have) tailor solutions to their fiscal situations, and that one-size-fits-all mandates are 
inappropriate and unhelpful. 

7. Are you familiar with Mr. Spiotto’s proposal for a Public Pension Funding 
Authority? If so, what are your thoughts? 

I have read of Mr. Spiotto's Public Pension Funding Authority proposal. This proposal 
may have merit, as long as such an authority is established and administered by state 
legislative and regulatory processes. NASRA resolutions express the organization’s 
support for the following concepts that may pertain to an authority like that proposed by 
Mr. Spiotto: 

• the collection olTequired [pension] contributions on a timely basis; 

• the participation of all relevant stakeholders in discussions and processes pertaining 
to public retirement plans; 

• tailored solutions, achieved by al'fectcd stakeholders working through the state and 
local legislative and regulatory processes; 

• financing of retirement benefits that is shared by employees and their employers; 

• removal of federal policy barriers to the preservation of sound retirement policies; 
and 

» efforts to work with the national government as partners in our federal system. 

NASR.A resolutions also express the organization’s opposition to “federal intervention in 
areas that rightfully belong to the States, efforts of the federal government to unduly limit 
.Slates' autonomy, efforts to usurp State governments’ and their political subdivisions’ 
auUiorily to perform their responsibilities and meet the needs of their eitizens, and the 
imposition of costly or unwarranted federal mandates on Stales and their political 
subdivisions.” 

8. What arc some of principal problems that could result if states w ere permitted to 
file for bankruptcy? 

The prospect of state bankruptcy appears to present a multitude of constitutional, legal, 
financial, and other problems that have been well described in recent testimony to 
Congress by experts in the field, which 1 do not consider NASRA officers or staff to be. 

9. What has been the median rate of return for state and local public pension plans? 
How docs this compare to the so-called “riskless rate” that some believe should be 
used? 

For the 25-year period ended December 31, 2010, the median aimualized public pension 
fund investment return w as 8.8 percent. For the 20-year period ended December 31, 

2010, the median annualized public pension fund investment return W’as 8.7 percent. 
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All investments bear risks, including the risk of forgoing a higher return. Opinions vary 
of what a so-called “riskless” rate should be, including the yield on US Treasuries to 
states’ individual borrowing rates. Current rates on US Treasuries are approximately 4.5 
percent. Current borrowing rates for states generally range from 5.0 percent to 5.5 
percent. 

10. Mr. Fabian says that legislating .state bankruptcy would disrupt the current 
municipal bond market and cause interest rates for longer maturity bonds to rise by 
iO to 20%. 

What is your response to that statement? 

Testimony and published opinions by multiple individuals Icnowledgeable in the fields of 
state bankruptcy and municipal bonds indicate strong support for Mr. Fabian’s assertion 
that legislating state bankruptcy would disrupt the municipal bond market and likely 
cause interest rates for longer maturity bonds to rise. Since public discussion of the 
possibility of permitting stales to declare bankruptcy began in earnest in late 2010, 
municipal borrowing rales have risen sharply, greater than that of other fixed income 
instruments. 

11. Mr. Fabian .says that the impact of having a state bankruptcy law could put 
“upward pressure on state and local taxes, [and] downward pressure on spending 
and state employment.” 

What is your reaction to that statement? 

■Although I am neither a lawyer nor an expert in municipal finance, the evidence 
presented in Question 10, above, strongly suggests that the higher interest rates resulting 
from the presence of state bankruptcy laws would increase state and local borrow ing 
costs. Stales and local govemmenls spent more than $110 billion in FY 2008 on interest 
costs associated with borrowing, for such projects as roads, schools, utilities, etc. Any 
increase in borrowing costs will cause some combination of reduced resources available 
to stales and local governments for capital projects, serv'ices, and employment; and higher 
required revenues, such as through taxes and fees, 

12. Mr. Fabian says that the impact of a state bankruptcy law would affect all states - 
including those with well-managed pensions and budgets - and they would have to 
“pay a substantive penalty' when coming to market for new loans.” In addition, he 
says that municipal governments would also suffer, as their local governments arc 
deeply intertwined with the management of tax collections, spending and borrowing 
programs, and mandates. 

What arc your thoughts regarding these observations? 
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1 agree with Mr. Fabian-s obscr\’ations. Higher interest rates affect all borrowers, even 
those with excellent credit, such as most states and local governments, and those with 
well-funded pension plans. 

13. With respect to public pensions, Mr. Fabian states that “while pension costs will, 
over the next tw enty years, draw' an increasing share of tax revenues away from 
more growth-friendly investments like infrastructure, education, and social services, 
there is only a remote risk of these costs getting betw een issuers and current 
bondholders.” 

What is your reaction to this statement? 

As discussed above, pension contributions account for a relatively small portion of 
overall state and local government spending. A recent study by the Center for Retirement 
Research at Boston College found that spending on pension contributions W'ould need to 
rise only modestly, to around live percent, to continue to fund pension benefits. This 
study also found that even if rates used by public plans to discount liabilities were 
reduced significantly, overall state and local government spending on pension 
contributions would remain less than 10 percent. 

14. You observe in your prepared statement that “|slttidies authored by Joshua Rauh 
promote confusion by mixing apples with oranges.” 

Please elaborate. 

Professor Rauh’s studies rely on methods that inaccurately reflect the public pension 
community and its dynamics. For example; 

e Flis paper, co-authored by Robert Novy-Marx, “Public Pension Promises: How 
Big Are They and What Are They Worth?” relies on the market value of public 
pension assets as of .lune 2009. A.s shown in the attached issue brief, “Strong 
Investment Gains and Legislative Changes Speeding Public Pension Recovery,” 
public pension assets in June 2009 were depressed due to the market decline that 
lasted from July 2008 to early March 2009. Public pension asset values have 
grown by more than one-fourth since that date. This paper also implies that the 
cost of unfunded pension liabilities should be calculated using an economic 
theory' that is irrelevant to the metliod used by public pensions to fund their 
benefits. Fhe implication of the Rauh-Novy-Marx paper is that public pension 
funds can be expected to generate returns on their investments consistent with 
those as.socialed with so-called riskless securities. Yet, public pension funds 
invest in diversified portfolios of stocks, bonds, real estate, private equities, 
infrastructure, commodities, and other securities. No credible investment expert 
would support a low projected long-term return for such a diversified portfolio. 

® Professor Rauh's paper, “Are State Public Pensions Sustainable?,” makes 

repeated references to “stale lax revenues,” as a means of providing context and 
comparisons of pension obligations with states’ ability to honor those obligations. 
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Yet “tax revenues” account for only about one-half of all state revenues. The 
remainder comes from federal receipts and revenue from ser\dces, such as health 
care, tuition, and myriad other sources. With state tax revenues, non-tax revenues 
are used to fund the cost of pension benelils. Yet, by excluding these other 
revenue sources, Prolessor Rauh paints an unrealistically pessimistic projection of 
states’ ability to fund their pension benellt obligations. 

.A.lso in the paper, “Are State Public Pensions Sustainable?,” Professor Rauh 
projects insolvency dates for most state pension funds. These projections are 
based on a) the use ofmarkel asset values from 2009, near the low point ol’ the 
global decline in capital markets and of public pension asset values; and b) the 
assumption that the contributions to public pensions will be dramatically^ lower 
than they have been in recent years. The combination of low asset values and 
inadequate contributions enables Prolessor Rauh to arrive at an unlikely 
conclusion — that most state pension funds will run out of money in the near 
future, 

The paper, “Are State Public Pensions Sustainable?,” also compares pension 
benefit payouts projected in future years with “tax revenues” from 2008. Table 1, 
for example, reports that pension payouts for the state of Alabama will bo 41 
percent of that state's 2008 lax revenue. Yet this calculation compares projected 
pension payouts in 2023 with 2008 tax revenues, revenues that account for only 
one-half of the state’s total revenues, 'i his comparison alone creates an alarming 
and misleading impression of pension costs relative to the state’s ability to pay^ an 
impression that is furliier compounded by the distortions described in previous 
bullet, i.e., the use of depressed market values and unrealistically low 
contributions, 

“Are Slate Public Pensions Sustainable?,” compares pension obligations ol’both 
states and local governments, w-ith the tax revenues of states alone, ignoring local 
government tax revenues and state and local revenues from fees and other 
charges, such as tuition, user fees, etc. (as described above). Yet non-tax revenues 
account for nearly half of all state and local revenues and are available revenue 
sources with which to make pension contributions. 

The paper, ““Are State Public Pensions Sustainable?,” also does not incorporate 
nearly all of the manil'old changes to benefit levels and financing structures that 
stales have made since 2009. The National Conference of Stale Legislatures has 
stated that an “unprecedented” number of states made changes to their pension 
plans in 2010 alone. 



